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Getting back to work after the convention layoff, the Senate heard 
a warning from the President to avoid unnecessary deficit spending. In 
his welcoming message to the reconvening Congress, Mr. Eisenhower 
said: ‘‘I shall not be a party to reckless spending schemes which would 
increase the burden of debt of our grandchildren, by resuming, in pros- 
perous times, the practice of deficit financing." 


In recalling that Congress had failed to follow his January recom- 
mendations, the President asked that ‘If the Congress prefers other 
priorities at greater national cost, responsibility dictates that it accom- 
pany them with the additional taxes to pay the bill.'’ Pointing out that 
Congress’ deviation from his revenue and appropriation recommenda- 
tions threatens to consume the entire expected surplus of $4 billion, 
Mr. Eisenhower restated the position that in good times we must at the 
very least pay our own way. 


To facilitate a pay-as-you-go program, the Chief Executive asked 
Congress to provide proper financing to avoid delays in the interstate 
highway program; to increase the aviation fuel tax to finance the air- 
ways modernization program; to increase postal rates to avoid incurring 
a near billion dollar a year postal deficit; and to remove the interest 
rate limitation on long-term Treasury bonds. 


Indicating that he would not be adverse to using the veto against 
excessive spending bills not accompanied by proportionate tax measures, 
the President said: ‘‘In meeting this need | shall not abdicate my respon- 
sibility to use the executive power to help keep the Nation's economy 
strong . . . . | shall not fail to resist inflationary pressures by what- 
ever means are available to me." 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Tax planning. There are too many people who equate tax plan- 
ning with some sort of device for cutting a taxpayer’s federal bill to 
the bone. While tax planning will provide for a taxpayer’s paying the 
minimum the law requires of him, it is not an easy process, as the 
article at page 667 points out. The author of this article makes a case 
for the long-range plan which is oriented to the taxpayer’s past, 
present and future business activities, takes into consideration predic- 
tions of future business developments and considers all phases of 
federal, state and local taxes. 


The article is theoretical, and herein lies its value because there 
is a danger that practitioners being constantly enmeshed in the 
minutiae and specifics of tax law may lose sight of the forest for the 
trees. The lure of the quick-tax-dollar often sees business logic sacri- 
ficed on the altar of tax planning. 


William H. Hoffman, Jr., both a CPA and attorney, is an assistant 
professor of accounting, University of Texas. 


The real estate investor. Since 1954, private nonfarm housing 
starts have been at an annual rate of over 1,000,000. Last year there 
were 1,494,000 private housing starts, and by June of this year the 
seasonally adjusted annual rate indicated that the 1960 figures would 
be only slightly less than last year’s. The value of residential (non- 
farm) construction bids fair to exceed $25 billion this year. Private 
residential construction, then, by forming such a large portion of our 
economy’s income, offers attractive investment opportunities. Invest- 
ors are attracted to this type of real estate operation in the hopes of 
substantial quick profits. The nature of the investor—that is, the 
corporation, partnership or individual—creates its own special tax 
problems, and this is the subject of the exhaustive article at page 683 
by Harry Graham Balter, a well-known Los Angeles attorney. It 
is based on his paper at the Second Annual Institute on Estate Planning 
and Federal Taxation, sponsored by the Bar Association of San 
Antonio and the School of Law at St. Mary’s University. 


The article deals, in the main, with tax problems as they affect 
the investor, rather than the landowner, promoter or builder. How- 
ever, to achieve a balanced view of the total tax picture, the author 
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does examine the tax impact on the developer-builder. The big prob- 
lem is: When the project has been completed, how does the investor 
withdraw his investment and profits with the least tax impact? 


Fringe benefits. The author of the article beginning at page 711 
says: “If ever a subject needed to be clearly defined at the outset, this 
one does. The expression ‘fringe benefit’ is commonly used in connec- 
tion with federal taxes and the employer-employee relationship, but 
with a wide range of meanings.” The article discusses the nonmone- 
tary fringe benefits for the executive. These fall into four principal 
categories: bargain purchases, including options and discounts; in- 
surance arrangements, including group life, split-dollar, and hospital 
and medical coverage; tax-free savings opportunities associated with 
qualified pension and profit-sharing plans; and job frills. 


The article is written by William K. Traynor, who is a certified 
public accountant and partner, Arthur Young & Company in Chicago. 


Estate taxes. Since death is inevitable, the estate of every small 
businessman will ever be faced with the problem of paying the estate 
taxes. One section of the Code permits payment of these taxes over 
a ten-year period, where they are attributed to a closely held business. 
Another section permits the decedent’s executor to redeem sufficient 
amounts of a decedent’s stock free of dividend tax implications. 
Whenever the law offers alternatives, the tax planner must weigh 
the advantages and disadvantages of each alternative to be able to 
make the choice most favorable to his client’s tax position. 


The article at page 721 discusses the problem of redemption of 
stock v. installment payment of estate taxes. It is written by James 
W. Washington, associate general counsel, Management Planning, 
Inc., Princeton, New Jersey. The author is also a member of the bar 
of the District of Columbia. 


Insurance. From time to time some of our readers have ex- 
pressed the wish that we would carry an article descriptive of insur- 
ance policies, because this is valuable information sought by the tax 
planner. All of the inquirers are cognizant of the fact that the im- 
proper use of beneficiary designation and settlement option agree- 
ments can pose as a trap. In some instances this can result in the 
delay of the payment of policy premiums and, in other instances, in 
litigation to determine the proper beneficiary. 

So, while the suggested article was not specifically a tax article, 
we began to look for it and discovered that there is such a thing as 
finding diamonds in one’s own backyard. We found the article in 
our sister magazine, THE INSURANCE LAw JouRNAL. It was published 
in the July, 1959 issue, so we asked the author, Harry S. Redeker, 
general counsel for The Fidelity Mutual Life Insurance Company, 
to bring it up to date. This he did. See page 735. 
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WASHINGTON TAX TALK 


Tax bills reported by Ways and Means Committee . . . Revenue rulings 
on deductible legal expenses and on deductions for adopted children. 


HE WAYS AND MEANS COMMITTEE ordered four tax bills 

reported when the House reconvened August 15. Two of the bills 
would alter the tax liability of domestic corporations having ties with 
foreign corporations. 

One of the bills (H. R. 11681) would change the stock requirements 
necessary for credit against tax for foreign taxes paid by foreign 
corporations. At present, a domestic corporation is allowed such 
credit if it has at least a 10 per cent voting stock interest in the 
foreign corporation; and when the foreign corporation controls 50 per 
cent of the voting stock of a second foreign corporation, the domestic 
corporation is allowed credit for foreign taxes paid by the second 
foreign corporation. H. R. 11681 proposes to allow this credit when 
the first foreign corporation owns only 20 per cent of the voting stock 
of the second corporation. 

Another bill reported by the committee (H. R. 12036) would 
permit a domestic corporation to claim the 85 per cent dividends 
received deduction for dividends from a foreign corporation. This 
deduction would be allowed only if the dividends from the foreign 
corporation are paid out of earnings and profits accumulated by a 
predecessor domestic corporation which was subject to United States 
corporate income tax when the earnings were accumulated. 


Accrual-basis membership organizations, such as automobile as- 
sociations and clubs, are awaiting with interest the fate of H. R. 11266 
on the floor of the House. This bill would provide that prepaid dues 
may be allocated over the period during which the membership is in 
effect. It would overturn the Supreme Court decision in Automobile 
Club of Michigan, which held that prepaid dues must be reported in 
the year received. 

The fourth bill reported by the Ways and Means Committee 
(H. R. 6066) would allow a deduction of up to 30 per cent of adjusted 
gross income for contributions made to a corporation, trust, fund or 
foundation which is organized exclusively to distribute its net earnings 
to other charitable organizations. 
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H. R. 10 still waiting in the wings.—The “Self-Employed Indi- 
viduals’ Retirement Bill” (H. R. 10), reported to the Senate June 17 
after many years of trying, is still listed as “pending” and appears 
likely to die when the Senate adjourns at the close of this session. 
For a time, it seemed likely that H. R. 10 would be proposed as an 
amendment to H. R. 12580—the social security and medical insurance 
for the aged- measure—by Senators George Smathers and Russell 
Long. However, the social security bill was passed by the Senate 
on August 23, and H. R. 10 was nowhere to be found in the final 
version. 

The Senate version of H. R. 10 differs from the one passed by 
the House in two major respects. Self-employed persons would be 
allowed to deduct only one half of the amounts paid into “restricted 
retirement funds” or used to buy “restricted retirement policies.” The 
maximum amount eligible each year would be $5,000 or 20 per cent 
of earned income, whichever is smaller. The deduction would be 
allowed only on one half of this amount ($2,500 or 10 per cent of earned 
income). The House bill allowed full deduction for $2,500 or 10 per 
cent of income—so the amount allowed as deductible would be the 
same, but the individual would have to set aside twice as much in 
order to deduct the maximum under the Senate version. The Senate 
bill also requires self-employed persons with three or more employees 
to establish a qualified pension plan for those employees before they 
can qualify for the self-employed deduction. 


So that just about ends H. R. 10 for this session. Other important 
legislation whose life seems to be darkened by the knell of parting 
Congress is the amendments to Subchapters J and K; the latest word 
is that Congress is going to douse the house lights by August 30. 


The Internal Revenue Service 


Deductible legal expenses.—A new IRS ruling permits a quarry 
operator to deduct his legal expenses in successfully prosecuting a suit 
to overthrow an ordinance which denied the operator a permit to 
erect a rock crusher upon his land. The ordinance had been passed 
after the quarrying operations had been commenced on the land. This 
ruling alters a long-standing IRS policy that legal expenditures in- 
curred to invalidate a building line restriction are nondeductible capital 
expenditures. The policy in such cases now is that when the legal 
expenses are incurred to protect the continued use of property for 
income-producing purposes, the expenses will not be classified as 
capital expenditures. 

This ruling does not exempt all such legal expenses, but does 
indicate that the “proximate cause” of the expenditure will be con- 
sidered in classifying it as deductible or nondeductible. Where the 
expense is more directly related to the use of the business asset rather 
than to its acquisition, replacement or improvement, the expense may 
be deductible. (Rev. Rul. 60-261.) 


Deductions for adopted children.—Medical expenses incurred on 
behalf of an adopted child prior to the actual adoption may now be 
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deductible under certain circumstances. The Internal Revenue Service 
has relaxed the old rule which disallowed all doctor and hospital 
expenses paid by adopting parents before adoption. The new ruling 
(Rev. Rul. 60-255) conforms to the amendment of Section 152(b) (2) 
by P. L. 86-376, which enlarged the definition of “dependent”’ as it 
applies to adopted children. Under this law, a child placed for adop- 
tion qualifies as a dependent even though the child has not been a 
member of the taxpayer’s household for the entire taxable year. This 
enlarged definition is in effect for taxable years beginning in 1959. 


The IRS now rules that the amount paid by an adopting parent 
for medical services rendered directly to a child before its placement 
in the adopting parent’s home is a deductible medical expense, pro- 
vided that the child qualifies as a dependent at the time the medical 
services are rendered or the expenses are paid; that the medical ex- 
penses are incurred for the direct benefit of the particular child and 
are not merely reimbursement for expenses incurred by the adoption 
agency before adoption negotiations commenced; and that it can be 
substantiated that the medical expenses were incurred directly on the 
adopted child’s behalf. 


The Tax Court 


Sale of rental vehicles—-An automobile rental agency which 
realizes profit from the sale of out-of-service vehicles is apparently 
correct in declaring the profit as long-term capital gain, according to 
a recent court of appeals decision. In overruling the Tax Court, the 
decision held that even though the rental agency incurred considerable 
loss in renting out vehicles and realized considerable profit from 
selling its old vehicles, it was still in business primarily to rent 
vehicles. Thus, the cars it sold were not “held for sale,” and the 
profit from their eventual sale could not be taxed as ordinary income. 


Relevant in this decision was the fact that the Commissioner had 
ruled that the cars sold should be depreciated on the basis of a four- 
year usable life. He later discovered that this ruling was contrary to 
the Supreme Court’s holding in Massey, 60-2 ustc J 9554. The court 
of appeals felt that the Tax Court had been unduly influenced by the 
loss from renting vehicles shown on the taxpayer’s returns—which in 
turn had been influenced by the Commissioner’s erroneous ruling 
on depreciation. The higher court felt compelled to reverse the finding 
of the Tax Court, thus allowing the taxpayer to claim the profit from 
the sale of out-of-service vehicles as capital gain. (Hillard v. Commis- 
sioner, 60-2 ustc § 9637 (CA-5).) 


Constitutionality of retirement annuities taxation.—A former state 
employee, receiving payments from an employee’s retirement system, 
refused to include any of the payments for 1954 in his gross income. 
The Commissioner determined that under 1954 Code Section 72, the 
taxpayer should have included $2,760.70. The disgruntled taxpayer 
filed suit in the Tax Court, contending that the 1954 Code could not 
constitutionally be applied to his annuity because (1) the new Code 
established a new method for taxing annuities under which his unre- 
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“Here's a letter from one of my constituents. He offers to spark 
the national economy — as greatly as it is within his power — by 
spending 90 per cent of his income for this year and any eight of 
the next ten years, if we'll permit him to deduct those amounts.”’ 


covered cost was apportioned on the basis of his life expectancy at the 
effective date of the 1954 Code, and this reduced his actuarial life 
expectancy as of his retirement date; (2) part of his retirement pay- 
ments represented “inheritances” received from deceased members of 
the retirement group and could not be taxed as income; and (3) at the 
time of his retirement he had a vested property right to continued 
employment and he exchanged this right for an annuity for life— 
therefore, a tax on this exchange would represent a capital levy. 

The Tax Court refused to honor any of the arguments by the 
retired employee, pointing out that there was no authority which 
tended to indicate that Congress exceeded its constitutional authority 
in establishing the new method of taxing annuities. The court also 
scoffed at the idea that unused funds paid to the retirement plan by 
employees who died before the period of their actuarial expectancy 
resulted in an “inheritance” to the taxpayer. Also, the employee did 
not have any vested property right to continued employment, and 
thus he could not create an asset by capitalizing prospective salary 
that he neither earned nor received. (Ned R. Harman, CCH Dec. 
24,291(M).) 


Washington Tax Talk 





TAX-WISE NEWS 


Mayse WE DID AN INJUSTICE to the 
Tax Court in saying (Taxes, August, 1960, page 566) that faith in 
the precedent value of Tax Court decisions is shaken by two contra- 
dictory holdings on the deductibility of meals and lodging as a part 
of medical expense. (Robert M. Bilder, CCH Dec. 23,813, 33 TC —, 
No. 17, allowed the deduction; Max Carasso, CCH Dec. 24,258, 34 TC 
—, No. 65 did not.) No sooner had the words been written than the 
Tax Court-withdrew its Findings of Fact and Opinion in Carasso, and 
indicated that the matter is being reconsidered. 


The Commissioner isn’t buying any possible change of heart on 
the part of the Tax Court, however. He has announced his non- 
acquiescence on the issue in Bilder. 


A NEW HOME always costs more than you 
figure. This was never truer than in Kern v. Granquist (60-2 usTc 
{ 9624) where this “old saw” got support from a new source, the 
Internal Revenue Service. 


The taxpayer sold her old home for $325,000 and signed a con- 
struction contract for a new home to cost $280,000. Although she 
moved into the new residence within 18 months after the sale of the 
old one, the contractor had completed construction only in the amount 
of $132,000 within the 18-month period. An Oregon U. S. district 
court ruled that the immediate recognized gain from the sale or ex- 
change of the old house (per 1939 Code Section 112) was $193,000 
($325,000 minus $132,000) rather than $45,000 ($325,000 mirius 
$280,000)—a matter of approximately $47,500 in additional taxes and 
interest to the proud and happy new home owner. 


We suspect she derived small comfort from the court’s opinion 
which said, “In equity and good conscience she should be entitled to 
prevail,” but also added that the statute only recognized “construction 

. made . . . during the period specified.” All is not lost, however, 
for she will get a higher basis for the new house and will have less 
gains tax to pay when she sells it. 
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New INFORMAL CONFERENCE proce- 


dures to settle tax squabbles more quickly have been adopted. Under 
the new set-up a taxpayer will be permitted to ask that his dispute 
be referred to a conferee appointed by the conference coordinator. 
(There will be a full-time conference coordinator in each of the 61 
IRS district offices.) This conference on unresolved tax issues may 
also be held independently of the examining officer’s group super- 
visor. 


Taxpayers with unresolved differences have been urged to make 
full use of the new procedures—“touted” by the announcement as 
calculated to save the taxpayers’ and the government’s money by 
eliminating costly and lengthy court activity. In fact the Revenue 
Service is so eager that the new procedures be used that an invitation 
to seek an informal conference will be mailed to each taxpayer having 
unresolved differences. At the same time he will receive a statement 
of the proposed adjustments to his tax.—Rev. Proc. 60-16, I. R. B. 
1960-33, 33. 


As HAD LONG BEEN EXPECTED, the 
Commissioner has expressly disallowed, as a business expense, the 
costs incurred by a corporation incidental to issuing capital stock in 
payment of a stock dividend (Rev. Rul. 60-254, I. R. B. 1960-31, 8). 
So that now, as far as distinguishing between a current expense and a 
capital expenditure, there is no difference between qualifying and issuing 
stock, on the one hand, and paying a stock dividend, on the other. 


The Commissioner dug fairly deeply for authority on which to 
base his ruling. Both of his cited cases treated with the costs of 
original issues of stock in one way or another. Neither case suggested 
any similarity, or distinction for that matter, between such costs if 
incurred in connection with an original issue as opposed to a stock 
dividend. In fact such an issue isn’t even mentioned. 


But apparently the broad ruling of the court in the first case that 
costs connected with the issue of capital stock are not ordinary and 
necessary business expenses—and incidentally, the second case relied 
upon that statement without elaborating the issue further—provided 
all the authority the Commissioner believed he needed. 


A LITTLE TOO LATE and a little too little 
in filing and paying tax didn’t mitigate the offense as far as the Tax 
Court (except for one vigorous dissent) was concerned in West Vir- 
ginia Steel Corporation (34 TC —, No. 88). The company, whose total 
tax liability for one year was about $80,000, filed its final return, on 
which it still owed about $1,300, three calendar days (only one busi- 
ness day) late. The court assessed a 5 per cent penalty for the late 


filing (under the 1939 Code), not on the $1,300 but on the $80,000. 
Tax-Wise News 665 





Incidentally, the 1954 Code imposes the penalty only on the net 
amount due. 


The court paid scant attention to the fact that the Commissioner 
acknowledged in a ruling, immediately after the change in the 1954 
Code, that the only effect of the change was to give statutory author- 
ity to the existing administrative rule. The court said: “Beyond the 
bare assertion . . ., we have discovered no authority in support of the 
existence of the alleged ‘administrative rule’.” 

The dissent said: “. .. the construction ... which the court 
has approved . . . could lead to ridiculous results.” It then pointed 
out that a late filing of a return for a large amount of tax, of which 
all but $1 had been paid on time, could result in a penalty of thousands 
of dollars. 


TRrapinc STAMP COMPANIES are in- 
terested in the finding of a jury in a Texas United States district court 
(Frontier Trading Stamps, Inc. v. U. S., 60-2 ustc J 9654). The finding 
that 95 per cent of the stamps issued by a trading stamp company 
would be presented for redemption is the first reported which involved 
a company whose principal business is the sale and redemption of 
stamps. The Commissioner had based his determination upon 90 per 
cent, and the company contended that the proper figure was 97.5 per 
cent. The higher redemption allowance is to the advantage of the 
company of course, since it can accrue costs of redeeming its stamps 
and subtract those amounts in computing its income. 


The regulations (Section 1.451-4) which relate to the accounting 
for redemption costs of trading stamps specifically cover only stamps 
“issued ... with sales.” Since trading stamp companies “issue” 
stamps but not “with sales,” they would appear at first glance to be 
outside the scope of the regulations. 


THe DEDUCTIBILITY of lobbying ex- 
pense as business expense was denied by the Tax Court in a recent 
decision (Austin T. Flett, CCH Dec. 24,289(M)). 


According to the court, the taxpayer, an insurance broker who 
represented only capital stock companies, “became convinced that 
mutual insurance companies were an important part of a world wide 
movement to promote communism in the United States . . . and that 
most of the United States Government officials were at the least lax 
and negligent in not recognizing the conspiracy.” So he made several 
trips to Washington to present his views before Congressional com- 
mittees. 


The court, without deciding whether a clear business motive for 
the trips did or did not exist, held that the broker’s activities were 


(Continued on page 682) 
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The TAX MAGAZINE. 


The Principles of Tax Planning 
By WILLIAM H. HOFFMAN, Jr. 


Broadly defined, ‘‘tax planning"’ encompasses unsuccessful as well as 
successful plans. This discussion, however, is restricted in order to 

stress effective planning actually achieving the purported goal—a 

tax saving. The author emphasizes that there is too much piecemeal planning 
and not enough co-ordination in point of time or depth of coverage. 


HE COMMENT has often been made that nothing is certain in 

this world of ours except death and taxes.’ This observation may 
have utility in characterizing the instability of modern civilization, 
but it oversimplifies the true nature of taxes. Taxation may be certain 
in the sense that someone must eventually meet the revenue needs 
of a government, but the individual’s share of the load is not—and 
probably never can be—a fixed commitment. To conclude otherwise 
would be to make the unwarranted assumption that the relative dis- 
tribution of prosperity within a society will remain unchanged. Fur- 
thermore, as long as some taxpayers remain dissatisfied with their 
lot in life and are willing to take overt action to avoid legitimately 
or evade unlawfully the impact of taxes, a shifting of the tax burden 
will occur. The alert citizen cannot afford to remain docile about these 
matters, and he will find that his economic interest will be furthered 
by exhausting all available lawful means of minimizing the incidence 
of taxes. 


This paper will attempt to theorize on some of these legitimate 
means for reducing taxes. A diligent effort will be made to reduce 
some of the concepts involved in tax-planning processes to the status 
of general principles. Of course, taxes must remain unmistakably 
practical, for the realities of the tax return will soon remind even 
the most ardent of theorists of the base—and frequently troublesome 
—actualities of everyday life. But there will always be the honest danger 





* Benjamin Franklin, letter to M. Leroy (1789). 


Principles of Tax Planning 





The author, a member of the Texas bar 
and a CPA, is assistant professor 
of accounting at the University of Texas. 


that practitioners, being constantly en- 
meshed in the minutiae and specifics 
of tax law, may lose sight of the forest 
for the trees. ‘Theory, then, can have 
great utility in crystallizing principles 
or rules of broad thinking that will 
serve as a guide to meeting the au- 
thentic exigencies of the modern tax 
world. 


Nature of Tax Planning 


“Tax planning” defined.—Tax plan- 
ning can be described broadly as a 
method or technique that the taxpayer 
follows to accomplish a predetermined 
tax objective.* Note that this evalua- 
tion of the process does not infer that 
the correct course of action will be 
chosen or that the selection will nec- 
essarily accomplish the desired ob- 
jective. Many cases of tax planning 
can be found where erroneous judg- 
ment on the part of the taxpayer or 
his advisor during the formulation or 
the carrying-out of the plan has ma- 
terialized into unfortunate tax con- 
sequences. Numerous instances can 
also be brought to mind where well- 
considered schemes have gone astray 
through no fault of the planners, but 
because of the development of some 
unpredictable events. Consequently, 
the broad definition of “tax planning” 
must encompass the unsuccessful as 
well as the successful plans. Although 
there is much to be gained by perus- 


ing the misfortunes and tragedies of 
the plans that have failed, the subject 
matter might better be approached 
from a positive standpoint. Therefore, 
the current discussion will be restricted 
to stress effective tax planning, or 
those processes that actually achieve 
the purported goal. 


Tax planning is not synonymous 
with tax saving. Admittedly, effective 
tax planning usually involves a tax 
saving, but this is not the only way 
that such economies can be brought 
about. There are many transactions, 
once closed, where the taxpayer is 
capable of accomplishing a tax saving 
by following an accepted tax-avoid- 
ance procedure. The proper relation- 
ship between the two concepts can 
be clearly perceived if effective tax 
planning is considered as the most 
efficient way of securing a tax saving. 
Tax planning is not usually a formal 
process similar to conducting an audit 
or drawing up a contract. All too 
often the exact opposite seems to be 
true. The procedure not only is highly 
informal but also comes about inci- 
dentally to other things. Thus, the 
estate tax consequences of a retire- 
ment program may become lost in the 
discussion over the amount of benefits 
to be paid. This is truly unfortunate 
because it diminishes the emphasis 
that both the taxpayer and the prac- 
titioner should place upon this process. 





* But see the definitions given in Frank 
Youngman, “Overall Tax Planning for the 
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The taxpayer also loses the benefits 
to be derived from a well-co-ordinated 
master plan. The conclusion is in- 
escapable: Conscientious tax planning 
demands individual attention, study, 
and expenditure of time and effort.* 


Basic objectives.—The prime pur- 
pose of effective tax planning is to 
cut down on the taxpayer’s total tax 
bill. This does not mean that the 
course of action selected must produce 
the lowest possible tax under the cir- 
cumstances, for the minimization must 
be considered in context with the 
legitimate business goals of the tax- 
payer. 

A secondary objective of effective 
tax planning works toward a defer- 
ment or postponement of the tax to 
the future.* Specifically, these two 
objectives would aim at the accom- 
plishment of any one or more of the 
following procedures: eradicating the 
tax entirely; eliminating the tax in 
the current year; deferring the receipt 
of income; converting ordinary rev- 
enue into capital gains ;° proliferating 
taxpayers—that is, forming partner- 
ships or corporations; eluding double 
taxation; avoiding ordinary income; 
or creating, increasing or accelerating 
deductions. Moreover, the second 
objective should be accepted with 
considerable reservation. Although 
the tax maxim that “a bird in hand is 
better than two in the bush” has gen- 
eral validity, there are frequent cases 
where the rule breaks down. The 
extreme example would be the busi- 
ness unit that is presently undergoing 
losses but anticipates a prosperous 
future. A more subtle situation could 


be imagined in which a tax election 
in one year, although it accomplishes 
a current reduction in taxes, could 
saddle future years with a disadvan- 
tageous tax position. 


True importance of tax planning.— 
The value of effective tax planning 
to the taxpayer cannot be belittled. 
To see how important the dollar saved 
from the tax bill becomes, one has 
only to calculate the gross income 
that some business units must earn 
in order to achieve a dollar of net 
income.’ The difference between good 
and bad planning may mean the dif- 
ference between success and failure. 
The late J. K. Lasser has considered 
the need for tax orientation as follows: 


“Reduced to its simplest terms, the 
problem of the business man is to 
discover. which of the alternatives 
open to him under the Income Tax 
Law will at once fully discharge his 
tax liabilities, and leave him in the 
most advantageous position to ad- 
vance the conduct of his business. 
Present day conditions make it im- 
perative for business men to take all 
permissible advantages in the law, 
administrative rulings, regulations and 
interpretations. By so doing, they 
can thus often, to a large extent, over- 
come inherent economic disadvantages 
and even managerial deficiencies. On 
the other hand, failure to use avail- 
able tax knowledge may completely 
negate other economic advantages or 
excellent engineering management. 
The test of survival is not entirely 
efficiency in production or operation; 
it has become heavily weighted by 
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tax considerations. As tax conscious- 
ness and tax planning minimize and 
reduce the risks of business, so a 
disregard for the implications of taxa- 
tion may produce business loss. Such 
a business loss often is at once a 
social loss, since it is in the public 
interest to keep the most efficient 
producers in business, and it is un- 
fortunately not always true that a 
business conducted with great efficiency, 
great productivity, least waste, has 
the greatest net return after taxes.” ® 


From what has been said, the pre- 
sumption can be set forth that the 
importance of tax planning progresses 
in proportion to the accretion in the 
taxpayer's prosperity.” 


Is there an honest danger that tax 
motivations may take on a signifi- 
cance that is not in conformity with 
the true values involved? In other 
words, are tax considerations operat- 
ing to impair the exercise of sound 
business judgment by the taxpayer? 
If the answer is “yes,” the tax plan- 
ning process becomes a medium by 
which to accomplish ends that are 
socially and economically objection- 
able.*° Ostensibly there exists a pro- 
nounced tendency for planning to go 
toward the opposing extremes of not 
enough and too much emphasis on 
tax considerations. The happy medium 
—one that recognizes the significance 
of taxes, but only up to the point 
where they serve to detract from the 


exercise of good business judgment— 
turns out to be the promised land that 
is seldom reached. 


The remark is often made that a 
good rule to follow is to refrain from 
doing anything because of tax con- 
siderations which would not be done 
except for the tax reasons.’* This 
statement is not entirely correct, but 
it does illustrate the desirability of 
preventing business logic from being 
“sacrificed at the altar of tax plan- 
ning.” In this connection, the subse- 
quent comment is significant: 


“The lure of a quick tax dollar is 


‘often the only justification for a trans- 


action that might have been accom- 
plished with much sounder economic 
results and equivalent tax savings if 
more careful and deliberate considera- 
tion had been given to the problem. 
Certainly in this atmosphere of the 
tax-controlled economy a very heavy 
obligation is cast upon the tax advisor 
to give serious consideration as to 
whether a proposed action achieves a 
desirable economic result apart from 
tax savings or whether the immediate 
tax advantages may be more than 
offset by later economic or personal 
disadvantage. We cannot afford to 
develop successful cures that are kill- 
ing our patients.” ™* 


Tax evasion and avoidance.—Tax 
avoidance is nothing other than tax 
minimization accomplished through 
legitimate means.** In this sense, tax 
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. section 702(e), which would 
provide an optional procedure for 
reporting partnership income. This is 
the only partnership provision in the 
bill [H. R. 9662] with which the 
Treasury disagrees. We would 
recommend that it be deleted.— 
Jay W. Glasmann, Assistant 
Secretary of the Treasury. 


avoidance becomes the proper objec- 
tive of all effective tax planning.” 
Evasion, while also aimed at the 
elimination or reduction of taxes, con- 
notes the use of subterfuge and fraud 
as the means to the end.** Popular 
usage—probably because of the com- 
mon goals that are involved—has 
tended to link these two concepts 
together to the extent that any true 
distinctions have become obliterated 
in the minds of many.’® Consequently 
the taint created by the association 
has deterred some taxpayers from the 
proper promotion of their salutary tax 
health. The now-classic verbiage of 
Judge Learned Hand in Commissioner 
v. Newman reflects the true values the 
individual should have. In this opin- 
ion Judge Hand declared: 

“Over and over again courts have 
said that there is nothing sinister in 
so arranging one’s affairs as to keep 
taxes as low as possible. Everybody 
does so, rich or poor; and all do right, 
for nobody owes any public duty to 
pay more than the law demands: taxes 
are enforced exactions, not voluntary 
contributions. To demand more in 
the name of morals is mere cant.” 2” 


Some writers have even gone so far 
as to predicate the need for lawful tax 
avoidance upon broad social and eco- 


nomic justifications. 
J. K. Lasser has said: 


*For a good historical account of the 
development of tax avoidance in the United 
States, see Harry J. Rudick, “The Problem 
of Personal Income Tax Avoidance,” 7 Law 
and Contemporary Problems 243-265 (Spring, 
1940). 


In this regard 
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“To those who, in the comfortable 
assurance of a higher morality, sug- 
gest that it is in dubious taste to dis- 
cuss the mechanics of reducing taxes, 
let it be asserted that the payment of 
unnecessary taxes is a business waste. 
The elimination of waste is of primary 
importance in a competitive market. 
Funds unnecessarily deflected from a 
proper business purpose are funds 
that might have been immediately 
employed to create wealth for the 
community. Tax planning, which means 
knowing through careful study which 
is the most favorable alternative posi- 
tion under the law, makes possible 
the maximum investment by business 
of funds for expansion and develop- 
ment. Such business expansion en- 
gages and develops the creative power 
of the community. It offers enlarging 
opportunities for employment, creates 
more goods for distribution, it thus con- 
tributes to the general social good.” ** 


For a particular taxpayer, the line 
of demarcation between evasion and 
avoidance may become hazy and 
indistinguishable. Many individuals 
encounter no difficulty in supporting 
a highly questionable tax stand with 
devious and irrelevant logic. Unfor- 
tunately, the rationalization process 
may eventually culminate in the sub- 
ject’s inability to distinguish right 
from wrong. For example, consider 
the case of the taxpayer who has 
deliberately overstated his entertain- 
ment and travel expenditures. This 
person may feel that, if the deduction 
were listed properly, a risk exists that 
a tax audit by the Internal Revenue 
Service may reduce the given figure 
to less than the real amount disbursed. 
With the overstatement, the taxpayer 
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assumes a position where he can 
approximate a correct deduction by 
effecting a compromise with the rev- 
enue agent.’® True, if this procedure 
works as planned, the taxpayer is apt 
to achieve a form of rough justice 
or equity under the tax law. But 
what happens if the return is never 
audited or, if audited, the claimed 
amount is not disallowed? This pro- 
cedure, previously rationalized by its 
effect as morally right, becomes clearly 
wrong. 


The problem of morality is not one 
that can be considered peculiar to the 
field of taxation. Many temptations 
which would sorely strain the con- 
science of even the strongest willed 
of characters constantly arise in every- 
day life. How many individuals would 
decline the opportunity to take advan- 
tage of an automatic vending machine 
which provided the soft drink without 
accepting the user’s coin? How many 
commuters would decline a free ride 
when the subway turnstile is out of 
order? Progressing somewhat, what 
is the normal reaction when the clerk 
of a large department store accident- 
ally undercharges a customer? To 
many, these transactions are consid- 
ered to be “fair game.” Who can feel 
sorry for the subway company, the 
soft drink manufacturer or the large 
department store? Are not these in- 
cidents part of the costs of operating 
a business? If so, taking advantage 
of the “fair game” situations can be 
justified as a_ retaliatory process 
whereby the wrongdoer secures the 
rare opportunity to “get back” at the 
company. Considering that these shades 
of marginal morality are common to 
most of the taxpaying public, is it 
any wonder that the difference be- 
tween tax evasion and tax avoidance 
can become indistinguishable ? 


Statutory loopholes.—Effective tax 
avoidance procedures are often con- 
sidered in connection with the existence 
of statutory “loopholes.” Regrettably, 
the appellation of “loophole” has no 
set meaning and may be largely a 
matter of individual viewpoint. What 
is a loophole to a spokesman for a 
labor group may well be relief from 
the inequitable effects of discrimina- 
tory taxation to the member of the 
National Association of Manufacturers. 
Furthermore, no agreement exists as 
to the true nature of the statutory 
loophole. Some have contended that 
“loophole” should encompass all tax 
legislation, either intentional or in- 
advertent, that operates in favor of 
a limited group of taxpayers.*° Thus, 
under this interpretation, the provi- 
sion for statutory depletion of mineral 
interest would be considered as a loop- 
hole in the law. The preferable view- 
point would limit the definition to 
those benefits which result from the 
unintended consequences of tax legis- 
lation.” In short, the instant dis- 
cussion will restrict the usage of 
“loophole” to those advantageous 
openings that Congress did not mean 
to provide. 


The fleeting characteristic of many 
statutory loopholes has been aptly 
described in this comment: 


“Tax avoidance may best be de- 
scribed as an evolutionary process 
inherent in our system of tax legis- 
lation and administration. Tax laws 
are enacted, loopholes appear in them, 
taxpayers employ them, new tax laws 
are enacted to plug the loopholes, and 
these laws give rise to new loopholes 
which generate and give momentum 
to the never-ending cycle. To be 
sure, particular avenues of avoidance 
have at times been closed off, or gim- 
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micks eliminated, either by the enact- 
ment of a specific statutory provision 
which is self-executing, or by the 
insertion of language into the statu- 
tory scheme that is calculated to 
eliminate avoidance or gimmicks in 
specific areas.” * 


When loopholes are inconsequential 
in nature, they may be overlooked for 
some time. When large portions of 
the general public are affected, pres- 
sures may be imposed upon Congress 
that will force the loophole to become 
available permanently. This latter de- 
velopment is particularly feasible in 
cases where the taxpayers concerned 
are well organized and are accus- 
tomed to dealing in political matters. 
It is also true when the loophole can 
be justified on the ground that a 
social purpose is served. 


Other generalizations can be drawn 
that might prove useful in trying to 
evaluate the stability of any one par- 
ticular loophole. Any opening, in the 
tax laws, that might permit the loss 
of a substantial amount of revenue 
cannot long continue.** Likewise, any 
loophole may be short-lived if it tends 
to defeat the meaning and purpose of 
existing legislation. Very often, the 
length of time that the loophole has 
been available may be indicative of 
future stability. This is frequently 
true: The longer the loophole con- 
tinues, the harder it is to get rid of 
or the less chance there is that the 
hole will be filled. Here are some of 
the general observations that are 
pertinent to the closing of loopholes: 


“Indeed, it may be said that both 
here and abroad, as various pressures 
have driven tax rates to top levels, 


the refuge of the wealthy has been 
in the brains of their tax lawyers and 
in the technicalities of the tax law. 
Governments are generally aware of 
these escape routes but are reluctant 
to close them and enforce with vigor 
the excessively high tax rates. In 
effect, a sort of political paralysis 
appears to be forming in countries 
relying strongly on income taxation, 
under which no clear way has ap- 
peared to move away from the com- 
bination of high rates tempered by 
many avoidance possibilities. The ob- 
vious solution would seem to be 
simultaneous lowering of the rates 
and closing of the escape routes. But 
conservative governments fear the 
political consequences of rate reduc- 
tion for the wealthy although their 
effective tax burden would not be 
lessened. They may also fear that, 
once the system were tightened and 
stabilized at a lower tax-rate level, 
political pressures might drive the 
rates up again, this time with a much 
more severe effect.” ** 


Formulating Principles 
of Tax Planning 


The effective tax plan just doesn’t 
happen. Success comes about through 
the careful consideration of many 
variables both within and outside the 
control of the taxpayer. Best results 
are generally secured by following a 
formalized procedure that is designed 
to insure that no single component 
of the good tax plan is omitted or not 
given the attention that it deserves. 
In the pages that follow some of these 
essential components are set forth 
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in the form of general principles to 
serve as guides to taxpayer action. 


Tax planning and principle of time- 
liness.—The timing of good planning 
can be crucial to the person who is 
predisposed to abridge legitimately 
the burdens of taxation. Optimum 
benefits are derived from considering 
the tax aspects of a transaction before 
—not after—it takes place. Effective 
tax planning involves the use of fore- 
sight, and consequently it cannot be 
accomplished without long-run pro- 
jections that are tied to future con- 
siderations.» Many taxpayers soon 
realize that the time to first start 
worrying about tax matters is not 
when the return is due. 


Sorrowfully, tax planning is often 
the product of a certain amount of 
hindsight. Facts that are frozen in 
history may not offer much hope to 
the taxpayer who is having to solve 
the current dilemma of excessive tax 
liability. Nonetheless, the indiscre- 
tions of the past may provide the 
intelligent tax planner with a guide 
as to what to avoid in future trans- 
actions. The capacity to profit by 
one’s past mistakes is a rather com- 
mendable trait, but the most direct 
road to tax happiness is by a less 
circuitous route. 

Another phase of the time element 
should be mentioned. A significant 
time lag may intervene between the 
consummation of a business trans- 
action and the finality of its tax con- 
sequence. In a conclusive sense, the 
taxpayer really never knows about 
his tax health until the statute of 
limitations has cloaked the particular 
event in the immunity of time.*® The 
taxpayer and his planner must con- 
stantly appreciate that the calm serenity 
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of a good tax climate may be merely 
a prelude to a tempest that can ma- 
terialize without warning. One of the 
treacherous traits of the field of taxa- 
tion is the temptation that the time 
factor provides, enabling the taxpayer 
to be lulled into a false feeling of 
security. 


Tax planning and principle of fore- 
casting.—The good tax plan must be 
built upon an adequate forecast of 
coming events. This will entail a 
consideration of all of the contingen- 
cies that might materially interfere 
with the successful effectuation of the 
chosen goal. The thought processes 
necessary for anticipating a future 
tax climate are fundamentally similar 
to the way in which any prospective 
business environment is_ predicted. 
The only conceivable distinction which 
might exist between the calculation 
of taxation and other general business 
risks is that the tax hazard will fre- 
quently be the product of a greater 
number of variables outside the con- 
trol of the taxpayer. 


Even acknowledging that the calcu- 
lation of tax risks may occasionally 
produce expectations that will reflect 
a poor correlation to the events that 
actually develop, the forecasting process 
cannot be abandoned as futile. In 
fact, the very existence of a prominent 
chance for failure should serve as an 
added inducement to refine all plan- 
ning techniques to a point where 
guesswork is minimized. Haplessly, 
many taxpayers unknowingly cripple 
the effectiveness of individual plan- 
ning by placing too much of their 
tax future in the realm of the un- 
controllable. The world is full of 
witless beings who refuse to disasso- 
ciate a tax risk from those forces of 


* Louis M. Brown, “Accountant as Problem- 
Discoverer,” Proceedings of the Tax Institute 
of the University of Southern California 
School of Law (Albany, New York, Matthew 
Bender & Company, 1958), p. 28. 


TAXES —The Tax Magazine 





\ 

nature that, regardless of the precau- 
tions taken and the planning per- 
formed, are predestined to occur. The 
challenge of anticipating the contin- 
gencies of tomorrow cannot be met 
successfully with a fatalistic predis- 
position to accept the saying “what 
will be must be.” 


A rather obvious supposition, ad- 
vanced as axiomatic, would be to 
predicate the validity of the forecast 
upon the period of time that it covers. 
Hence, the longer the projection, the 
less accurate the prediction will be. 
In this regard, such factors as life 
insurance could become perilous under- 
takings. This form of protection in- 
trinsically contemplates long time 
intervals before the contract matures 
to a fruition of benefits. These ex- 
tended time periods offer more-than- 
ample opportunity for an evolution 
of new tax concepts which may vary 
substantially from those effective when 
the insurance program was initially 
consummated.”* 


Calculating the tax risk presents 
no problem when the most advan- 
tageous choice open to the taxpayer 
would, even if unsuccessful, result in 
no loss.?® Of course, the later over- 


turning of the arrangement would 
make the taxpayer liable for the as- 
sessed deficiency plus 6 per cent in- 
terest thereon, computed from the 
date that the original return was due. 
The interest factor is usually a negli- 
gible consideration and does not by 
itself function to deter the adoption 
of a plan which offers the possibility 
of a favorable tax position. Where 
no alternatives are available, no real 
challenge confronts the individual. 
All the taxpayer needs to do is evalu- 
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ate his tax position with and without 
the specific course of action that is 
under advisement and then make his 
decision in accordance with the most 
desirable expectation. Where several 
options are present, protracted and 
heedful thought should be given to 
the probable consequences of each 
possibility. Very often, simple mathe- 
matical calculations accumulating the 
over-all tax liability of each alterna- 
tive would do a great deal to aid in 
the selection procedure. Although the 
process of elimination cannot be re- 
duced to the certainty of an algebraic 
formula, it need not remain at a level 
appropriate only for the prophetic ut- 
terings of fortunetellers and sooth- 
sayers. The happy medium rests with 
some quasi-scientific method of an- 
alysis that is tempered with the exer- 
cise of good tax sense by the taxpayer 
or his advisor.”® 


Tax planning and stability of tax 
law.—What are some of the factors 
that become important in calculation 
of the tax risk of a proposed plan? 
Probably the most pertinent con- 
sideration relates to the assumptions 
that must be made on the stability of 
tax jurisprudence. For instance, will 
the Internal Revenue Code continue 
in its existing form, or are some in- 
dicia available which would foretell 
a legislative change? If amendments 
are contemplated, will Congressional 
action be swift enough to preclude 
the temporary enjoyment of the law 
in its present form? Even if the modi- 
fications are impending, is there a 
chance that the new law would fail 
to disrupt pre-existing arrangements 
because it is not made retroactive in 
effect ? 


Study in Corporate Tax Avoidance,” 46 
Columbia Law Review 959 (November, 1946). 
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Most tax advisors appreciate the 
relative stability of those sections of 
the Code that specifically favor some 
form of economic activity. Of course, 
no one is completely secure when 
using any part of the Code, since all 
statutory rights are constantly sub- 
ject to modification or termination by 
subsequent Congressional action, but 
the plan that is founded upon per- 
missive legislation is generally less 
vulnerable than is an arrangement 
that must rise or fall with the fate of 
a statutory loophole or omission.*° 
In either case, however, the planner 
must develop the trends of tax law 
and then act in accordance with his 
best judgment.** 


The problem of anticipating tax 
jurisprudence goes much further than 
the mere weighing of legislative proba- 
bilities. The taxpayer is also confronted 
with a tremendous maze of regulations 
and pronouncements by the Treasury 
Department and the Internal Revenue 
Service. Frequently, these guides to 
taxpayer action are as important as 
the Code. Where Congress has failed 
to act in an area or has specifically or 
impliedly relegated its authority to 
the tax enforcement agencies, admin- 
istrative rulings assume added signifi- 
cance. Where the rulings conflict 
with the apparent intention of the 
Code or where they have been ques- 
tioned by the decisions of the Tax 
Court or other federal judiciary bodies, 
the tax planner faces a difficult di- 
lemma. To contradict the adminis- 
trative pronouncements will most 
assuredly involve a costly appellate 
procedure whereas to accede to the 
government position may result in 
burdensome present and future tax 
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consequences. The taxpayer must 
appraise his chance for a successful 
contradiction of the promulgations in 
the light of the delays and uncertain- 
ties that will be involved and in view 
of the possible antagonism that a 
challenge might generate. 

The third factor that influences the 
status of tax jurisprudence is the ac- 
tivity of the judiciary. As long as 
taxes have been a significant influence 
in this country, the courts have stead- 
fastly maintained their prerogatives 
to serve as arbiters of tax litiga- 
tion. Thus, over the years, a common 
law of taxation has evolved which is 
equivalent in stature to the Internal 
Revenue Code and which may surpass 
in importance the promulgations of 
administrative tribunals.** 


Evaluating case law presents cer- 
tain complex problems that are pe- 
culiarly intrinsic to the realm of the 
judiciary. Regrettably, the charac- 
teristic independence of most of the 
members of the bench does not work 
toward the development of that una- 
nimity of thought considered most 
conducive to effective tax planning. 
Of course when the United States 
Supreme Court speaks on a particular 
matter, finality is generally achieved 
as to those points actually adjudi- 
cated. But this body does not have the 
opportunity to resolve all contested 
issues of any consequence even if it 
could find the time to do so. Besides, 
the Supreme Court is overly reluctant 
to become entangled in the specifics 
of tax controversies. When it feels 
compelled to act, it treads cautiously 
and with an almost sanctimonious re- 
gard for the specific issues involved.** 
The federal district courts and courts 
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The greatest service the Federal 
government could do for the people 
right now is to put its fiscal 

house in order. The greatest service 
the people could do for the Federal 
government is to demand 

fiscal responsibility of elected 
representatives.—Styles Bridges. 


of appeals lack the reticence of the 
highest Court and are all too willing 
to pass upon questions which may be 
beyond their technical capacities. The 
end product is a large body of case 
law that is frequently ill-conceived 
and contradictory. Consequently, the 
physical jurisdiction of a specific dis- 
trict court or circuit court may be a 
deciding factor in the success or failure 
of a tax gimmick. Though over-all 
tax equity is not furthered by placing 
a premium on geography, this hap- 
pens to be one of the distressing and 
nonsensical facts of life that a tax- 
payer must accept before his tax 
planning can become well oriented. 


In addition to the regularly estab- 


lished, but none too appropriate, 
court system, the ultimate fate of tax 
controversy may be influenced by cer- 
tain highly specialized, quasi-judicial 
bodies. These instruments of tax ad- 
ministration—the Tax Court and the 
Court of Claims—generally offer the 
taxpayer-litigant more competent and 
consistent handling of conflicts than 
would be available elsewhere. In the 
sense that logical treatment may lead 
to predictable results, the activities of 
such bodies as the Tax Court pose 
less of a problem for the tax planner. 


What conclusions can be drawn 
about the interaction of these various 
forces that go to make up this intan- 
gible body of law known as tax juris- 
prudence? Certainly, an individual’s 
normal concept of the meaning of law 
may not be entirely appropriate for 
the tax field. Take the case of prece- 


* Paul, work cited at footnote 25, at p. 3. 
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dents—usually considered the corner- 
stone of Anglo-American jurisprudence. 
The taxpayer who places too much 
reliance on a judicial or an adminis- 
trative determination may find his 
tax plan thoroughly undermined by 
subsequent legislative action or by the 
reversal of an appellate court. The 
fact is irrefutable and must be recog- 
nized that precedents, although im- 
portant, do not mean as much in the 
volatile law of taxation as in the older 
fields of law. The late Randolph E. 
Paul has commented upon the almost 
insurmountable burden faced by a 
taxpayer and his advisor in trying 
to fathom the status of tax law. He 
summarized the problem when he said: 


“There is no last word, and there 
are few clear words. The mills of 
tax law in their perpetual motion 
grind exceedingly fast and exceed- 
ingly fine. The end product is a re- 
calcitrant, ambiguous body of turbulent 
law with no fields of black and white, 
where exactness would be only de- 
lusive, where logic makes frequent 
concession to practical values, and 
where considerations of policy tip 
many nicely balanced scales.” * 


Tax planning and principle of busi- 
ness purpose.—The motive of the 
principal may become an important 
factor in forecasting whether the plan 
can successfully weather the acid test 
of the tax audit. Where the transac- 
tion under surveillance was mani- 
fested entirely by an absence of an 
intent to avoid taxes, the taxpayer 
will encounter less hostility by tax 
enforcement agencies. However, where 
the taxpayer’s activities reflect that 
he was largely motivated by tax con- 
siderations, the quantum of proof 
necessary to support the plan changes 
noticeably. 


The presence of a tax avoidance 
motive does not irrebuttably taint a 
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plan to the extent that it ceases to be 
an effective device for accomplishing 
the drafter’s original intent. The 
utility of the plan becomes impaired 
only if the taxpayer is unable to show 
that the scheme was supportable by 
an independent business purpose. What 
constitutes a justifiable business pur- 
pose remains a relative matter that 
must be resolved in the light of the 
pertinent facts and circumstances of 
each specific transaction. Some of the 
more consequential determinants that 
have been accepted by the courts and 
the Service as substantiating tax mini- 
mization plans are as follows: 


(1) The plan was conceived by a 
party other than the taxpayer. 

(2) The plan can be supported by 
numerous business reasons. 

(3) The specific device is part of an 
over-all scheme that has a legitimate 
business purpose. 

(4) The plan was intended as a 
permanent arrangement. 

(5) The plan was followed by the 
taxpayer. 

(6) The plan was the only reason- 
able alternative available to the prin- 
cipal. 

(7) All the parties involved know 
about, and acquiesce in, the alleged 
business purpose. 

(8) If the business purpose didn’t 
develop, the taxpayer is able to offer 
a feasible explanation for the failure. 

(9) If the original plan or business 
purpose was modified, the parties 
affected can provide an equally good 
justification for the amendment. 

(10) The plan reflects a consistent 
pattern of action by the taxpayer.* 

(11) The plan is the type of ar- 
rangement that might have been 
chosen by another business or busi- 





* Robert S. Holzman, Sound Business 


Purpose (New York City, The 
Press Company, 1958), pp. 159-166. 

* Gutkin and Beck, work cited at footnote 
6, at p. 22. 
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nessman situated similarly to the 
taxpayer, that is, a commonly ac- 
cepted trade practice.*® 


When the tax avoidance motive 
for the plan is readily apparent, 
neither the courts nor the Service will 
be inclined to be influenced by the 
matter of form.*’ Thus, the form of 
the transaction becomes merely a 
transparency which is to be disre- 
garded in arriving at the true sub- 
stance. If the substance is supportable 
by adequate business purpose, the 
taxpayer generally will be protected 
in the honest furtherance of his tax- 
minimization objectives. 


Throughout what has been said 
about the requisites for establishing 
a business purpose, the assumption 
has been that the transaction was 
the product of arm’s-length dealings 
between the principals concerned.* 
When the plan or device has come 
about as a result of negotiations be- 
tween closely related parties, the 
burden of overcoming the suspicion 
created by a tax-avoidance motive 
becomes almost overwhelming. To 
protect his alleged business purpose, 
the taxpayer must assume the respon- 
sibility of proving that he would have 
acted in a like manner if he had been 
effectuating the transaction with a 
disinterested and nonrelated party. 
If this added test can be met, one 
may venture to speculate as to why 
the taxpayer failed to deal with the 
independent party in the first place 
and thereby avoid the inconvenience 
and risk inherent in a contested audit. 
Little wonder exists as to why the 
prospect of proving a business pur- 
pose without the sanction of arm’s- 
length relationships is a particularly 
formidable undertaking for the tax 
planner. 


* Youngman, work cited at footnote 2. 

* Robert S. Holzman, Arm’s Length Trans- 
actions (New York City, The Ronald Press 
Company, 1958), p. 6. 
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Tax planning and principle of flexi- 
bility—The taxpayer who predesigns 
a plan that precludes the possibility 
of amendment erroneously assumes 
that the law of taxes is nerveless and 
static. In addition, matters can ma- 
terialize that are not related directly 
to taxes. For example, an unantici- 
pated strike against the employer- 
taxpayer may necessitate a change in 
the basic tax plan. Situations could 
also develop which are directly within 
the control of the planner. A tax 
arrangement geared to the tax advan- 
tages of a partnership form of organi- 
zation may become worthless if the 
association becomes untenable to the 
partners. All of these factors merely 
serve to point up the inescapable 
conclusion that the tax plan is syn- 
chronized to an existing set of cir- 
cumstances that may not continue to 
exist. Therefore, for a tax plan to 
have some future significance, it must 
be capable of flexibility. 


The planner not only must recog- 
nize that the basic plan may need 
modification, but also should con- 
template possible alternate courses of 
activity. The ideal plan becomes one 
that would allow the taxpayer to shift 
into other predetermined patterns 
that are slightly less favorable to him 
taxwise but which become necessary 
because unforeseen developments have 
prevented the original plan from be- 
ing consummated. The principal who 
puts himself in the position of burn- 
ing all of the bridges behind him may 
suffer disastrous consequences if the 
chosen plan is overturned by the 
Service or subsequently becomes im- 
possible of achievement. 


The planner cannot stop merely 
with establishing a plan that contains 
the essential element of flexibility. 
No plan is self-regulating to the point 
of automatically adjusting to a chang- 


*®Samuel J. Foosaner, “Principal Stock- 
holders of Close Corporations Have Their 
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ing tax environment. The taxpayer 
and his advisor must work together 
in exercising their good judgment as 
to when and how much modification 
is in order. Each has facts available 
that may have to be exchanged and 
compared before a_ well-calculated 
decision can be made. The advisor 
should immediately inform his tax- 
payer-client as to the modifications 
in the technicalities of the law and the 
client should keep the advisor posted 
as to those changed business condi- 
tions that are peculiarly within his 
knowledge. This sort of teamwork 
can move the tax plan forward as a 
living and dynamic instrument that 
will operate to the maximum advan- 
tage of those concerned. 


Tax planning and principle of co- 
ordination.—The well-grounded and 
comprehensive tax plan should en- 
compass a purview of all federal 
taxes.*® The division of the tax prac- 
titioner’s world into the realms of the 
attorney, the CPA and the CLU have 
had unfortunate consequences for 
many clients. Nowhere is this more 
apparent than in the interrelation of 
the various types of federal taxes. 
More than once the taxpayer has re- 
lied upon the CLU for his estate 
planning and then turned to either 
an attorney or a CPA for advice on 
income tax matters. This is not to 
be condemned but, unless properly 
handled, it is the sort of arrangement 
that could have undesirable results. 
The CLU has much to offer. This is 
particularly so if forms of life insur- 
ance are contemplated, but he cannot 
do it by himself. To have an expert 
on insurance in the tax-planning pic- 
ture may be worthwhile, but it is 
imperative that he work side by side 
with the CPA or attorney. Operating 
as a team, much can be accomplished ; 
operating separately, the taxpayer- 


Tax Planning Problems,” 49 Banking 159 
(December, 1956). 
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client stands to lose the full benefits 
of a co-ordinated tax plan. 


State and local taxes must not be 
forgotten. All too often in the past, 
procedure has been to omit these 
taxes from the tax plan because they 
were unsubstantial in amount. In 
many jurisdictions it is no longer 
feasible to overlook such taxes. Par- 
ticularly in areas where the income 
tax has been adopted as a means of 
producing revenue, nonfederal taxes 
may reach significant proportions. 
With the trend toward increased tax- 
ation from nonfederal levels, the tax 
plans of the future will have to give 
added emphasis to this segment of 
the tax system, 


Tax planning and principle of 
morality.—The taxpayer must never 
venture to mold his tax destiny with 
other than a good-faith attitude.*® 
Just as important to tax health is 
the capacity of convincing the proper 
parties that the taxpayer has main- 
tained an honest approach. One can- 
not afford to remain silent, for the 
assumption that “truth will finally 
out” is not the ideal way of averting 
a costly and troublesome detailed 
audit by tax enforcement agencies. 
The taxpayer must continuously 
strive to convince the Service that he 
reports his operations in an above- 
board manner with the utmost candor 
and fairness and that he fully dis- 
closes all known tax consequences. 
To accomplish these ends, the tax- 
payer will not only have to maintain 
a good-faith approach, but also at- 
tempt to avoid any appearance of 
wrongdoing. Certain financial transac- 
tions may exist in which the taxpayer 
and his advisor have honest doubts 
about the tax liability. As to those 


“Randolph E. Paul, “The Lawyer As a 
Tax Adviser,” 25 Rocky Mountain Law Re- 
view 420 (June, 1953). 

“Merle H. Miller, “Morality in Tax 
Planning,” Proceedings of New York Uni- 
versity Tenth Annual Institute on Federal 
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items where the tax saving would be 
inconsequential, the most expedient 
method might be to resolve the doubt 
in favor of the government. This 
would leave fewer particulars for the 
Internal Revenue Service to take is- 
sue with and would improve the bar- 
gaining position of the taxpayer as 
to the more consequential matters 
that remain. 


The tax advisor can be of great 
assistance to the taxpayer in making 
the correct choice in those many mar- 
ginal situations where the distinc- 
tions between right and wrong are 
none too clear. The taxpayer’s sense 
of morality does not contain the es- 
sential ingredient of distinterested- 
ness, and all too often he may be 
prone to shade the circumstances in 
such a manner as to convert what 
would normally be tax evasion into a 
case of tax avoidance. The tax ad- 
visor, because of a vantage point that 
is relatively insulated from the pecu- 
niary exigencies of the tax battle, is 
better equipped to chart the safer 
course.** 


While the taxpayer should habitually 
confess and constantly maintain a 
good-faith attitude, such efforts could 
be for naught if he were unable to 
prove his honesty when called upon 
to do so. His mere assertion of a 
bona-fide approach may not carry 
much weight with a frequently duped 
and perpetually suspicious Internal 
Revenue Service. To protect his 
position in the event of a challenge, 
the farsighted taxpayer will be armed 
with a wealth of documentary proof.*? 
Highest accreditation will be accorded 
those writings that were created at 
the time the questioned transaction 
was originally conceived. Similarly, 


New York, Matthew 
Bender & Company, 1952), p. 1075. 
“Floyd Tekampe and Richard L. Greene, 
“The Tax Strategy for the Financial Growth 
of a Young Company and Its Owners,” 
11 Journal of Taxation 134 (September, 1959). 


Taxation (Albany, 
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trade documents of the form custom- 
arily maintained in the normal course 
of business will carry substantial value. 
When business papers stem from, or 
can be supported by, disinterested 
third parties, they are of greater signifi- 
cance than those self-serving mani- 
festations of intent created and kept 
internally by the taxpayer. Neverthe- 
less, until such time as some mechani- 
cal device like the polygraph machine 
becomes an acceptable means of attest- 
ing to the subjective good faith, all 
relevant transcribed records, no matter 
how trite, which pertain to taxable 
events should be zealously maintained 
by the taxpayer. The availability of 
unaltered written evidence generally 
precludes the possibility of fraud, a 
crime most often accomplished in a 
clandestine and undocumented manner. 


Limitations of planning.—No dis- 
cussion of the fundamentals of effective 
tax planning would be complete with- 
out some consideration of its limita- 
tions. One formidable obstacle that 
may be mentioned is the past history 
of the taxpayer. Except in cases where 
the principal concerned is a newly 
established business unit, the activities 
of the past may serve to diminish the 
choices that are available for future 
conduct. No matter how advantageous a 
proposed course may be, the principle 
of consistency could preclude its ad- 
option. Innumerable examples can be 
brought to mind where a past election 
for tax purposes has impeded the effi- 
cient administration of a taxpayer’s 
current planning process. 


Another limitation that may curtail 
the unrestricted use of a tax plan is 
the resolving of conflicting interests. 
The activities of one party may be so 
intertwined with those of another 
that the scope of tax planning would 
have to be extended. A serious quan- 
dary arises in the case where the most 
salutary procedure taxwise for one 
taxpayer may interfere with the eco- 
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nomic well-being of a closely associated, 
but distinct, second taxpayer. Thus, 
a corporation’s tax position would be 
furthered by any steps which would 
insure that a conveyance to an execu- 
tive is treated as additional compen- 
sation, whereas the grantee of the 
consideration would prefer to negate 
the compensation presumption in favor 
of a nontaxable gift interpretation. If 
the conflict is resolved in favor of the 
executive, the corporation will have 
to forego its deduction in its attempt 
to establish a donative intent. 


Conclusion.—In summation, any or 
all of the following principles may 
lead to effective tax planning: (1) 
the timeliness of the plan—orienta- 
tion of the taxpayer’s past, present 
and future business activities; (2) the 
competent forecast—accurate predic- 
tions of future business developments ; 
(3) the stability of tax law—rational 
reliance upon the existing state of the 
law or an advantageous anticipation 
of expected change; (4) the business 
purpose of the plan; (5) the flexibility 
of the plan; (6) the co-ordination of 
the plan—a consideration of all phases 
of federal taxes and state and local 
taxes as well; (7) the good-faith at- 
titude of the planner; and (8) the 
recognition of the limitations of any 
planning. 


Many of the principles and con- 
cepts that have been discussed in this 
paper are not particularly world- 


shaking in their revelation. Most of 
what has been said appears to be 
more in the nature of self-evident 
truths. The combination of these 
truths and other pertinent thoughts 
is interesting in that they exemplify 
several thoughts that are worth not- 
ing. First, tax planning, when handled 
properly, is not the simple process 
that many consider it to be. Second, 
much can be gained by making the 
tax-planning process a more formal- 
ized procedure. In other words, it 
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should be considered more for its own 
true worth and less as a segment of 
some other function. Third, those 
who use tax planning may not be 
doing so to their best possible advan- 
tage. There is too much piecemeal 
planning and not enough co-ordina- 
tion in point of time or depth of 
coverage. 

As long as the progressive income 
tax remains the foundation of the 


American tax structure, tax planning 
will offer relief to those who, use it. 
As more and more people become 
aware of the futility of maximizing 
their tax payments, they will turn to 
effective tax planning. These two 
factors—the progressive income tax 
and a tax-oriented populace—will 
guarantee that the tax plan can only 
increase in importance. [The End] 
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clearly “lobbying.” The deductions 
were then denied on the authority of 
the Supreme Court decision in Testile 
Mills (41-2 ustc § 9784). And thus 
another noble, patriotic resolve may 
have “died aborning.” But as we told 
you last month (page 623), bills have 
been introduced in Congress to per- 
mit the deduction of business expenses 
in advocating or opposing measures 
submitted to the electorate on issues 
affecting taxpayers’ businesses. 


HE National Conference Group 

of the Trust Division, American 
Bankers Association, and the Ameri- 
can Bar Association recently issued a 
statement reaffirming the “long stand- 
ing cooperation and understanding” 
of lawyers and trust institutions in 
the matter of estate planning. Both 
sides agreed that the proper planning 
of an individual’s estate is “definitely 
in the public interest.” The statement 
set forth guidelines for cooperation 
between trust institutions and lawyers 
so as to offer the greatest public aid 
in this field. 


According to the joint statement, 
“The primary purpose of participa- 
tion in estate planning by the trust 
institution should be to motivate its 
customer to initiate the arrangements 
for the orderly disposition of his assets 
and to confer with his own lawyer 
or a lawyer of his choosing regarding 
those arrangements. 
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“Because the formulation and ex- 
ecution of a plan for the disposition 
of a customer’s assets necessarily in- 
volves the application of legal prin- 
ciples . . . as well as practice in the 
Probate and Chancery Courts 
advice in respect thereto is the re- 
sponsibility of the customer’s own 
lawyer. 


“Accordingly, there should be no 
implication in its advertising by a 
trust institution that legal services 
will be rendered by it or that the 
services of a lawyer are unnecessary 
or only ministerial. Trust company 
advertising should be dignified and 
should not overstate or overempha- 
size its qualifications in this field.” 


ENT can be deductible as travel 

expense. It may sound unusual, 
but it makes sense. A Louisiana State 
Supreme Court Justice was required 
to maintain an apartment in the state 
capital for the nine months of a year 
that the court convened there, al- 
though local law required him to con- 
tinue to reside in the district (some 
75 miles from the capital) from which 
he had been elected. The rental for 
the apartment was therefore classi- 
fiable as a part of deductible travel 
expense incurred by the judge in the 
fulfillment of his official duties.—U. S. 
v. LeBlanc, 60-1 ustc § 9472 (CA-5). 
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Selected Tax Aspects 
of Residential Developments— 
From the Investor's Point of View 


By HARRY GRAHAM BALTER 


This article—based on a paper Mr. Balter delivered last May at the Second 
Annual Institute on Estate Planning and Federal Taxation sponsored by 

the Bar Association of San Antonio and the School of Law of St. Mary's 
University there—makes it clear that in the area of 

substantial real estate operations, intelligent tax planning is indispensable. 


NVESTING in residential tract developments—often including 
satellite commercial projects—while continuing to loom large, 
represents, of course, only one area for investment in real property. 


The situation pattern which we assume to exist, for the purpose 
of our discussion, is the following: A developer or builder has already 
acquired, or is about to acquire, a suitable parcel of land for the 
purpose of erecting either single or multiple dwelling units or a 
shopping center, or a combination of these projects. He needs outside 
capital in addition to the available institutional financing. 


The attraction to the investor, unlike that held out in many other 
real estate operations, is not income from the completed project over a 
long period of time but, rather, the hope of a substantial “quick” profit 
arising from the disposition of the development as soon after comple- 
tion as is feasible. 


It is obvious, therefore, that many garden-variety economic and 
tax problems, which may be generated from investing in other types 
of real estate projects, would not be present here, or will be passed over 
lightly. The following could be listed as typical: (1) the manner of 
acquiring and holding title to real estate before investor involvement, 
(2) financing arrangements, (3) accounting problems, (4) landlord and 
tenant problems, (5) problems of the seller or purchaser of real 
property as distinguished from those of the investor, (6) sale and 
leaseback arrangements, (7) options, (8) mortgagor and mortgagee, 
(9) trades and exchanges, (10) cooperative apartments and residences 
from the owner’s viewpoint, (11) normal operating problems, such 
as revolve about rents, expensing or capitalizing improvements, de- 
preciation and obsolescence, etc., (12) syndications, (13) estate plan- 
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Mr. Balter is a Los Angeles attorney and 
the author of Fraud Under Federal Tax Law. 
He is grateful to his associate, 

Dennis G. Harkavy, for his assistance 

in the preparation of this manuscript. 


ning based on real estate investments, 
(14) sophisticated or spectacular for- 
tune-amassing transactions. 


The recurrent issue of capital gains 
v. ordinary income which crops up in 
many real estate investment areas 
normally is not a problem as far as 
residential tract developments are 
concerned, since the venture entity, 
as distinguished from the original 
landowner, most likely will be classed 
as a “dealer” and taxed on its gains 
at ordinary income rates. However, 
as to a development involving rental 
income-producing property, such as 
multiple apartment units or a shop- 
ping center, the sale of such proper- 
ties may well result in capital gain to 
the venture group unless they are 
involved in building and selling these 
projects with a certain measure of 





*See text discussions below on complete 
liquidation of the corporate entity and collapsi- 
ble corporations for a further analysis of 
these problems. 

Additional representative cases and com- 
mentaries are the following: Raymond Bau- 
schard, CCH Dec. 23,432, 31 TC 910 (1959); 
Boyd Gudgel, CCH Dec. 22,970(M); 17 
TCM 414; Harlan O. Carlson, CCH Dec. 
23,900(M), 18 TCM 1143 (1959); Abbott 
Mortgage Company, CCH Dec. 23,024(M), 
17 TCM 542; Charles E. Tibbals, CCH Dec. 
22,893(M), 17 TCM 228; Robert E. Austin, 
CCH Dec. 22,945(M), 17 TCM 346; Charles 
E,. Mieg, CCH Dec. 23,772, 32 TC —, No. 
128 (1959); Estate of Mary A. Nieman, 
CCH Dec. 22,851(M), 17 TCM 105; Thomas 
v. Commissioner, 58-1 ustc J 9443, 254 F. 2d 
233 (CA-5); Yancey v. Tomlinson, District 
Director of Internal Revenue, 59-2  ustc 


684 


September, 1960 @ 


continuity and frequency, in which 
event they would be classified as a 
“dealer” and be denied capital gains 
upon the sale of the properties.’ 


On the other hand, the assumed 
situation pattern presents some basic 
tax problems which are not always 
encountered in the area of other types 
of real estate investment; yet these 
are fundamental, and an understand- 
ing of them will be helpful to all who 
are substantially concerned with real 
estate investments of every major type. 


We shall, in the main, deal with 
tax problems as they affect the in- 
vestor rather than the landowner or 
the promoter or the builder. How- 
ever, to achiéve a balanced view of the 
total tax picture, it will be necessary 
occasionally to examine the tax im- 
pact on the developer-builder as well.” 


9 9754; Lazarus v. U. S., 59-1 ustc J 9381, 
172 F. Supp. 421 (Ct. Cls.); Estate of Bar- 
rios v. Commissioner, 1959-1 ustc {9377 
(CA-5); Mertens, Law of Federal Income 
Taxation, Secs. 22.15, 22.23, 22.138, 22.140, 
22.141; comment, “Federal Income Taxa- 
tion of Subdivided Realty—The Impact of 
Sec. 1237 on Capital Asset Characteriza- 
tion,” 31 Indiana Law Journal 516 (Summer, 
1956); Levin, “Residential Developments: 
Disposition of Unimproved Land,” Pro- 
ceedings of New York University Fourteenth 
Annual Institute on Federal Taxation (1956), 
p. 149; Anderson, Tax Planning of Real 
Estate (American Law Institute, 1957), 
pp. 180 and following; Herzberg, “Dealer 
or Investor?” 37 Taxes 155 (February, 
1959). 

*It is, of course, possible that there may 
be a community of interest among the land- 
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The major tax problems with which 
we are concerned flow from two basic 
considerations: 


(1) What legal entity or entities 
shall be used by the “development” 
or “venture” group to start and con- 
tinue the project until completion and 
disposition ? 


(2) When the project has been 
completed, how is the investor to 
withdraw his investment and profits 
with the least tax impact on him? 


What Legal Entities Should Be Used 
in Setting Up Development Venture? 


Type of entities available-—The 
promoter-developer-builder, anticipat- 
ing the need to involve outside in- 
vestors, has available the following 
principal legal entities in which to 
mold the development enterprise: (1) 
holding title to the property in joint 
tenancy or tenancy in common with 
the investor (however, there are too 
many potential title problems to make 
this type of arrangement practical 
and, therefore, it is rarely used) ; (2) 
a general partnership or a true “joint 
venture”; (3) a limited partnership; 
(4) a partnership electing to be taxed 
as a corporation; * (5) a “regular” or 
a “normal” corporation; (6) an “op- 
tion” or “Subchapter S” corporation ; 
(7) syndicates, complex joint ventures 
or complex trust arrangements and 
pools, any of which may be taxable 





(Footnote 2 continued) 
owner, the developer-builder and the in- 
vestor, because the landowner and the 
developer-builder may become investors in 
the development itself. 

* Internal Revenue Code, Sec. 1361. When 
first enacted, this provision seemed to hold 
out “high hopes,” but the hopes dimmed 
as seasoned analysis indicated its limita- 
tions. It is now rarely used. 

*Occasionally, participants who prefer 
the noncorporate entity but wish to avoid 
personal liability on the major indebtedness 
represented by an institutional loan will 
resort to a corporation temporarily used 
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as corporations; or (8) a combination 
of any of the named entities. 


Basic choice is between partnership 
and corporation.—It is clear that 
when the available entities are sifted 
down to basic classifications, the choice 
is between the partnership and the 
corporation. 


The tax and nontax considerations 
for choosing one or the other entity 
as a vehicle for a business enterprise 
are so well known that we will restrict 
ourselves to a capsule recital of the 
major items as they relate more 
directly to our situation pattern: 


(1) The principal nontax factors in- 
dicating whether the partnership or the 
corporation should be used are the fol- 
lowing: 

(a) Extent of personal liability — 
Supposed immunity from individual 
liability if the corporate, rather than 
the partnership, form is used by the 
venture group is becoming of decreas- 
ing practical importance. More often 
than not, personal guaranties are re- 
quired for major corporate indebted- 
ness. Then, again, noncorporate 
entities such as limited partnerships, 
syndicates and trust arrangements 
may provide, at least for the investor, 
almost as much immunity from per- 
sonal liability for debts as a corporate 
entity. 

(b) Need for continuity of enterprise 
for an extended period of time.—Here, 
too, certain types of noncorporate 





for the purpose of holding title and nego- 
tiating for the loan with the intent of im- 
mediately thereafter conveying title to the 
noncorporate entity intended, the partici- 
pants of which would then take “subject 
to” the loan incurred by the corporation. 
There is considerable doubt as to whether 
this “dummy” corporation could then avoid 
a tax impact simply because it was transi- 
torily set up for the purposes indicated 
(Rubin, “Acquiring Entities: Individual or 
Corporation; Use of ‘Dummies’; Utilizing 
Losses,” Proceedings of New York Uni- 
versity Fourteenth Annual Institute on Fed- 
eral Taxation (1956), pp. 223, 230). 
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entities may, for practical purposes, 
be as effective as a corporation. 


(c) Need for centralized manage- 
ment.—Limited partnerships, syndi- 
cates and trust arrangements, among 
others, may effectively achieve this 
desideratum with the same practical 
effect as a corporate board of directors. 


(d) Need for flexibility in evidenc- 
ing and transferring investor's interest. 


(e) Need for flexibility in attracting 
additional capital if required after for- 
mation of the original venture group.® 

(2) The principal tax factors indicat- 
ing whether the partnership or corpo- 
ration should be used are the following: 


(a) Tax impact on the transferor 
when the transfer of assets is made to 
the owning entity—Either at the be- 
ginning or at some point thereafter, 
the project will be transferred to the 
entity in which the investor is to par- 
ticipate. As far as the transferor 
is concerned there is no tax impact 
on him if he transfers the property 
either to a newly formed partnership 
or to a newly formed corporation and 
if, in the latter case, care is taken to 
meet the statutory requirements for 
a nontaxable transfer.® 


The tax impact is merely post- 
poned until the newly formed entity, 
whether partnership or corporation, 
disposes of the property. At that 
time the tax “basis” in its hands will 
be the same as that in the hands of the 
transferor.’ 


(b) Tax rates——Apart from a Sub- 
chapter S corporation, to be discussed 
below, the tax impact on the earnings 





*See, generally, Atlas, Tax Aspects of 
Real Estate Transactions (1955), pp. 17 and 
following; Casey, Tax Shelter in Real Es- 
tate (1957), pp. 65 and following. 

*Code Sec. 351; Stinson and Anthoine, 
Tax-Free Exchanges (Practising Law In- 
stitute, 1959). It is assumed that normally 
a nontaxable transfer to a corporation is 
desired. 
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Few people realize it, but 

84 per cent of all the 

revenue obtained by the personal 
income tax comes from 

the basic 20 per cent 

rate and only 16 per cent 

of the revenue arises 

from progression. 

—Harold Brayman, of E. I. 

du Pont de Nemours and Company. 


of a partnership and a corporation, 
and their participants, is essentially 
different. 


The earnings of the partnership as 
such are not taxed, but the partner’s 
interest in the earnings of the entity 
is added to his other income and is 
taxed at individual rates which range 
from a low of 20 per cent to a high 
of 91 per cent. The partner's earn- 
ings from the partnership are based 
on his share of the total earnings 
of the partnership regardless of the 
amount actually paid out to the part- 
ner-investor. In the case of a corpo- 
ration, the first $25,000 of taxable 
income is taxed at a rate of 30 per 
cent and the excess of earnings over 
$25,000 is taxed at a flat 52 per cent. 


If the stockholder does not need to 
draw out any of the corporate earn- 
ings; he could leave his share alone 
until the “pie” is ready to be cut at a 
later time, without immediate tax lia- 
bility to him personally. If he can- 
not afford to wait until the project is 
completed and withdraws money 
from the earnings of the corporation, 
either in the form of compensation or 
dividends, he will, of course, pay an 


* Subject, of course, to adjustments as re- 
quired by statute. It is still assumed that a 
nontaxable transfer had been made originally 
to the corporation. If the transfer to the 
corporation was a taxable one, either by 
design or by failure to comply with the 
statute, then the corporation would acquire 
its own tax basis and not that of the 
transferor. 
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individual tax on these withdrawals; 
to the extent that his withdrawals are 
in the form of dividends or in excess 
of reasonable compensation for serv- 
ices, a “double” tax takes place.*® 


(c) Tax impact on liquidation of the 
enterprise differs.—Although partners, 
on liquidation of the partnership en- 
tity, pay a capital gains tax on the 
excess of gain over their “basis” in 
the partnership venture, reduced by 
the extent of the undistributed share 
of partnership earnings which have 
already been taxed to them, in the 
average situation this formula will 
result in no tax impact to the part- 
ners. However, any assets a partner 
may receive in liquidation, other than 
cash, will usually have a cost basis to 
the partner equal to the partnership’s 
basis in such assets. If such assets 
have appreciated in value, the partner 
will have a “tax bite” when he eventu- 
ally sells these assets.°® 


For resale purposes, the cost basis 
of distributed assets to the stock- 
holder is their fair market value at the 
time of distribution. The stockholder 
can in turn sell such assets with, usu- 
ally, little or no tax impact to him.’° 


In distinguishing the tax effect upon 
liquidation between a corporation and 
a partnership, the comparison must 
be based on the completed investment 


cycle rather than be piecemeal. The 
emphasis is usually on the timing of 
the payment of taxes rather than on 
an appreciable difference in the total 
tax bill. 


*To the extent that his withdrawals for 
compensation are reasonable, this would 
represent a business deduction to the cor- 
poration and would reduce its taxable 
income by the same amount, thereby effec- 
tively eliminating the “double” tax on that 
item. 

*This assumes that he has not been 
involved in a “collapsible” partnership. See 
footnote 85. 

“This statement assumes that capital 
gains treatment is permitted under the par- 
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(d) Tax impact on the participant 
when the venture entity incurs losses is 
an important factor in determining 
which entity to use-—A partner may 
offset his losses from the venture in 
full against his income from other 
sources which are profitable. 


A stockholder in a normal corpora- 
tion (not Subchapter S) receives no 
tax benefit from corporate losses until 
he either sells his stock or the cor- 
poration is liquidated (or the stock is 
deemed completely worthless). Even 
at such time he can only take a capital 
loss which gives him a limited tax 
benefit. 


The potential loss factor is one of 
the main reasons why a partnership 
entity or a Subchapter S corporation 
is preferred in the early stages of the 
venture, where it is of a highly specu- 
lative nature or where losses in the 
beginning period of the project seem 
certain even if the eventual profit 
prognosis is excellent." 


There are newer-type entities which 
narrow gap between partnership and 
corporation.—Many of the tax and 
business considerations which sepa- 
rated the traditional partnership from 
the corporation have been blunted, if 
not eliminated, by new-type entities, 
the most important ones being the 
limited partnership, the syndicate 
and the Subchapter S corporation. 


(1) Limited partnership. — If the 
venture group seeks tax treatment as 
members of a partnership while re- 
taining the advantages of a corpora- 


ticular circumstances at hand and that a 
“collapsible” corporation situation is not 
involved. 

"See, generally, McKee, Income Tax 
Aspects of Organizing Corporations, (Advis- 
ing California Business Enterprises, 1958), 
pp. 443-463; Rice, California Family Tax 
Planning (1959), pp. 422-423; Janin, “Miscel- 
laneous Real Estate Developments,” Pro- 
ceedings of New York University Fourteenth 
Annual Institute on Federal Taxation (1956), 
pp. 205-206. 
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tion, the limited partnership has been 
the most popular answer to date. 

The investor-participant’s liability 
for debts, if he is a limited partner 
and not a “general” partner, is, as the 
term indicates, limited to the amount 
of his investment in the venture. Man- 
agement problems are handled by the 
“general” or active partners, much as 
would a board of directors vis-a-vis 
the corporation’s stockholders. 


Possibly the most common arrange- 
ment today between the developer- 
builder and the investor is in the nature 
of a limited partnership between the 
developer-builder, on the one hand, 
and the investor, on the other hand, 
either participant in the limited part- 
nership being free to use for itself 
any available form of entity it prefers 
—individual, regular corporation, Sub- 
chapter S, partnership, etc.’ 


(2) Syndicate, joint venture, pool 
and trust—The Internal Revenue Code 
provides that an “association” is to 
be taxed as a corporation.** Proposed 
regulations recently issued by the In- 
ternal Revenue Service outline the 
essential attributes which distinguish 
an association, taxable as a corpora- 
tion, from other noncorporate entities, 
principally the traditional partnership 
which normally would not be taxed 
as a corporation, namely: associates ; 





* Paulston, “Use of Limited Partnership 
in Tax Planning,” Proceedings of University 
of Southern California Ninth Annual Tax 
Institute (1957), p. 219; Kahn, “Organiza- 
tion and Growth of a Partnership,” Pro- 
ceedings of New York University Eighteenth 
Annual Institute on Federal Taxation (1960), 
p. 615. 

* Code Sec. 7701(a) (3). 

* Proposed Reg. Secs. 301.7701 and fol- 
lowing, published December 23, 1959. The 
examples given in proposed Reg. Secs. 
301.7701-2(g) and 301.7701-3(b)(2) would 
seem to indicate that a partnership, limited 
or general, is to be taxed as an “associa- 
tion,” whenever it has at least three of the 
following four characteristics: centraliza- 
tion of management, continuity of life, free 
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an objective to carry on business and 
to divide the gains therefrom; con- 
tinuity of life; centralization of man- 
agement; liability for corporate debts 
limited to corporate property; and 
free transferability of interests.’ 


The area likely to produce the great- 
est difficulty will be differentiation of 
the attributes distinguishing a par- 
ticular limited partnership which, al- 
though having some, but not all, of 
the characteristics of an “association,” 
may still escape taxation as a cor- 
poration, and a “syndicate,” “pool,” 
“trust,” “joint venture” or a denomi- 
nated “limited partnership,” which re- 
tain too many of the tainted attributes 
of an “association” so that, regardless 
of the name given to the entity, it will 
still be taxed as a corporation. Even 
with the greater degree of clarity 
provided by the proposed regulations 
and their pertinent illustrations, there 
remain substantial areas of danger 
requiring close planning and execu- 
tion if taxation as a corporation is 
intended to be avoided. 


This is particularly true since the 
real estate “syndicate” seems to be of 
increasing importance and popularity 
as a vehicle for attracting investors 
in the real estate field.** 


(3) “Tax-option”- or “Subchapter 
S”-type corporation.—Ostensibly as an 


transferability of interest, and limited lia- 
bility, but not where only two of these 
characteristics are present. 

* Silverman, “Modern Techniques of Ac- 
quiring and Owning Property: The Real 
Estate Syndicate,” Proceedings of New York 
University Eighteenth Annual Institute on 
Federal Taxation (1960), p. 1; Aronsohn, 
“Syndicates,” Proceedings of New York Uni- 
versity Eighteenth Annual Institute on Fed- 
eral Taxation (1960), p. 62; Driscoll, “The 
Association Problem in Joint Ventures and 
Limited Partnerships,” Proceedings of New 
York University Seventeenth Annual Institute 
on Federal Taxation (1959), p. 1067; Mer- 
tens, work cited at footnote 1, Secs. 38A.30, 
35.05; White, “How to Prevent Real Estate 
Venture Being Taxed as a Corporation,” 
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. . . all of the problems in the 
taxation of partners and 
partnerships existed in the tax law 
prior to the adoption of 
subchapter K. The problems are 
notnew .... They... have 
existed . . . since 1913. 
—Laurens Williams, member, 
Advisory Group on Subchapter K. 


aid to “small business,” in that it 
would permit that type of business to 
select the form of organization de- 
sired “without the necessity of taking 
into account major differences in tax 
consequences,’ *® Congress in 1958 
added to the Internal Revenue Code 
“Subchapter S,” providing for what 
is now known as the “tax-option” or 
“Subchapter S” corporation." 

The gist of the legislation is to per- 
mit a corporation, if qualified, to elect, 
in the manner provided, to be taxed 
as a “Subchapter S” corporation. But 
as is often true, the act is a patchwork 
of sometimes confusing and frustrat- 
ing provisions; however, the basic 
purpose is to eliminate the so-called 


“double” tax of the corporate entity 
vis-a-vis its shareholders by “passing 
through” to the shareholders the cor- 
porate earnings with an immediate 
tax impact on the shareholders but 
with no concomitant tax on the corpo- 
ration itself. The shareholder is thus 
dealt with, income-taxwise, much the 
same as is a particpant in a partner- 
ship entity, while the “Subchapter S” 
corporation retains many, if not all, 
the attributes of fhe “regular” corpo- 
ration. 

The question as to whether the 
Subchapter S corporation is a genuine 
boon to small business ** or a cumber- 
some “gimmick” that ought to be re- 
pealed ** does not seem to have dulled 
the popular enthusiasm for its use, 
in spite of the fact that careful an- 
alysis, not taking either extreme posi- 
tion, has indicated basic limitations 
and abundant pitfalls in initially mak- 
ing, continuing and terminating the 
election.*° 

We propose to indicate in bare out- 
line only a few of the basic consider- 
ations: 





(Footnote 15 continued) 

Journal of Taxation, January, 1960, p. 48; 
Rabkin and Johnson, Federal Income, Gift 
and Estate Taxation, Sec. 2.10; Rice, work 
cited at footnote 11, at pp. 453, 460; Mor- 
rissey v. Commissioner, 36-1 ustc J 9020, 296 
U. S. 344 (1935) (complex trust); John I. 
Cooper, CCH Dec. 22,863(M), 17 TCM 127, 
aff'd, 59-1 ustc § 9154, 262 F. 2d 530 
(CA-10), cert. den. (complex trust); Glens- 
der Textile Company, CCH Dec. 12,249, 46 
BTA 176 (1942) (limited partnership); 
Stierwalt v. U. S., 0-1 ustc $9333 (DC 
Wyo.). 

*S. Rept. 1983, 85th Cong., 2d 
(1958), CB 1958-3, 922, 1008. 

* Code Secs. 1371-1377; Reg. Secs. 1.1371 
and following, made final by T. D. 6438, 
December 15, 1959, 

* Plowden-Wardlaw, “Election of Certain 
Small Business Corporations as to Taxable 
Status,” 23 Albany Law Review 245 (1959). 

* Anthoine, “Federal Tax Legislation of 
1958: The Corporate Election and Col- 
lapsible Amendment,” 58 Columbia Law 


Review 1146, 1175 (1958). 


Sess. 
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* Moore and Sorlien, “Adventures in Sub- 
chapter S and Section 1244,” 14 Tax Law 


Review 453 (1959); 
tate Developments,” 


Aronsohn, “Real Es- 
Proceedings of New 
York University Seventeenth Annual Insti- 
tute on Federal Taxation (1959), pp. 685, 
692; Coplin, “Partnership or S Corpora- 
tion? A Check-List of the Tax Factors in 
the Choice,” Journal of ‘Taxation, January, 
1960, p. 32; “Practitioners’ Experiences with 
Subchapter S Reveal Many Doubts, Fears; 
Use Is Limited,” Journal of Taxation, March, 
1959, p. 130; Patty, “Qualification and Dis- 
qualification Under Subchapter S,” Pro- 
ceedings of New York University Eighteenth 
Annual Institute on Federal Taxation (1960), 
p. 661; Valentine, “Taxation of Shareholders 
of Subchapter S Corporations During the 
Election Period,” Proceedings of New York 
University Eighteenth Annual Institute on 
Federal Taxation (1960), p. 689; Stinson, 
“Terminating the Election Under Subchap- 
ter S,” Proceedings of New York University 
Eighteenth Annual Institute on Federal Taxa- 
tion (1960), p. 707; Landis, “Advantages 


(Continued on following page) 
689 





(a) Essential requirement to qualify. 
—To qualify as a “Subchapter S” 
corporation, the following essential 
requirements must be met: 


(i) There must not be more than 
ten shareholders at any time, none of 
whom can be trusts, corporations or 
nonresident aliens. 

(ii) There must be only one class 
of stock. 


(iii) The electing corporation can- 
not be a member of an affiliated group 
of corporations enabled to file a con- 
solidated return. 


(iv) No more than 20 per cent of 
the electing corporation’s receipts 
must be from personal-holding type 
of income, which would include rents. 


(b) Some practical benefits in exer- 
cising election—A few of the benefits 
which would flow from electing to be 
taxed as a “Subchapter S” corpora- 
tion can be listed as follows: 


(1) The double tax is eliminated 


where otherwise applicable. 

(ii) Operating losses of the corpo- 
to the 
individual stockholder and be set off 


ration would “pass through” 


against his other income. 
(i111) Capital gains tax treatment is 
available where otherwise applicable. 


valuable 
rate fringe benefits are available to 


(iv) Various and corpo- 


those stockholders who are “employees” 
of the c rp ration. 


(c) Some practical disadvantages and 
limitations in exercising election —The 


principal ones could be listed as 


follows: 


(Footnote 20 continued) 

and Disadvantages of the Subchapter S 
Election,” Proceedings of New York Uni- 
versity Eighteenth Annual Institute on Fed- 
Taxation (1960), p. Murdoch, 
“Effect of Subchapter S on Decisions as to 
Form of Business Organization,” 38 TAXEs 
19 (January, 1960); Wright and Libin, 
“Impact of Recent Tax Stimulants on 
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(i) Immediate taxability of all income 
of the corporation to the individual 
stockholder would be unattractive to 
a stockholder-investor who either is, 
or would be, thus placed in a high 
tax bracket. 


(ii) The practical difficulties in ob- 
taining unanimous consent of all the 
existing stockholders of a corporation 
to exercise the election where eco- 
nomic interests and tax brackets dif- 
fer between the stockholders. 

(iii) Unavailability of the election 
where 20 per cent or more of the re- 
ceipts of the corporation are in the 
nature of rents. 

(iv) Under some circumstances the 
practical disadvantages of doing busi- 
ness as a corporate entity would be 
incurred. 


(v) Inadvertent or unplanned revo- 
cation of the election (with resultant 
tax difficulties) could be caused by 
the death of a stockholder, the sale 
of stock, divorce settlements, a gift 
of stock to a trust, etc. 

(vi) There could be remaining un- 
settled areas in interpretation of the 
operative effect of the underlying stat- 
ute and regulations. 


The concept of a “Subchapter S” 
corporation is probably here to stay, 
and its availability under proper cir- 
cumstances as an entity for either the 
developer-builder or the investor in 
the real estate field must be seriously 
considered and constantly kept in 
mind.** 


(4) Changes and mutations in nature 
of entities during complete cycle of 





Modest Enterprises,” 57 Michigan Law Re- 


view 1151 (June, 1959); rewrite bulletin, 
“Tax Traps for Distributions by ‘Tax- 
Option Corporations,’” CCH Stanparp FEeEp- 
ERAL TAX Reports (1960 Ed.) {8751 (April 
6, 1960). 

* Additional references on the subject 
follow: Tax-Option Corporations (Chicago, 
Commerce Clearing House, Inc., 1958); 
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venture.—While the most effective 
tax planning should envisage the en- 
tire cycle of the venture from beginning 
to end, and be done accordingly, 
there is no virtue in rigidity. Often, 
flexibility is the handmaiden of chang- 
ing fact-patterns. 


It is, therefore, not uncommon for 
changes and mutations in the venture 
entity to take place, for example, from 
a noncorporate entity to a corporate 
entity, or vice versa. Often, condi- 
tions will dictate that instead of a 
single entity’s being used either by 
the developer-builder or the investor, 
a combination of various forms of 
entities be resorted to on either side 
or together. 


When in doubt, or if losses are 
anticipated in the early stages of the 
venture, the noncorporate entity or 
“Subchapter S” corporation should be 
the initial entity used for at least 
three reasons: because a tax benefit 
from losses is greater to the partici- 
pant in a noncorporate entity than to 
a stockholder in a corporation; be- 
cause once assets are placed in a cor- 
poration it is not easy to withdraw 
them without tax impact; and because 
there are traps for the unwary in inter- 


corporate dealings, especially in a. 


“controlled” corporation situation.** 
This is not to assume that great 

care must not be taken when chang- 

ing over from a noncorporate to a 


corporate entity when the time is 
ripe. Some of the problems have al- 
ready been indicated; there are many 
others.”® 


Selected Tax Problems Where 
Corporation Is Participating Entity 


As we have seen, either the de- 
veloper-builder or the investor, or 
both, may use a corporation as a 
participating entity. There are many 
difficult tax problems peculiar to any 
corporate taxpayer, SO we propose to 
limit our discussion to highlighting 
a few representative problems which 
may be indigenous to a real estate 
development of the nature assumed 
to exist in our fact-pattern. 


Some of these selected tax prob-. 
lems more often affect the corporate 
entity representing the development 
venture itself than an investor cor- 
porate entity, or vice versa. There 
are also some common tax problems 
which would affect both the venture 
and the investor corporate entity. 


Use of multiple corporations.—This 
problem is most likely to arise in the 
builder-developer entity as a practi- 
cal means of reducing the income tax 
impact on the total venture. 


(1) Tax advantages in using multi- 
ples —The principal tax advantages of 
using more than one corporation for 
the venture itself are well known: 





(Footnote 21 continued) 


Willis, “Incorporate and Elect Subchap- 
ter S? Pros and Cons for Proprietors, 
Partners,” Journal of Taxation, August, 
1959, p. 66; Meyer, “One Year of Sub- 
chapter S,” 38 Taxes 105 (February, 1960); 
Soule, “A Simplified Formula for ‘Partner- 
ship’ Taxation of Corporate Income,” 37 
Taxes 701 (August, 1959); Coplin, “Sub- 
chapter S and its Effect on the Capitaliza- 
tion of Corporations,” 13 Vanderbilt Law 
Review 185 (December, 1959); comment, 
“A Tax Comparison of the Limited Part- 
nership and the Subchapter S Corporation,” 
43 Minnesota Law Review 964 (April, 1959); 
Wilson, “Tax Election Corporations: Sub- 
chapter S of the Internal Revenue Code of 
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1954,” 47 California Law Review 351 (May, 
1959). 

*Code Sec. 1551; Balter, “Residential 
Developments: Capitalization and Financ- 
ing,” Proceedings of New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), pp. 167, 171. 

*Paul and Kalish, “Transition from a 
Partnership to a Corporation,” Proceedings 
of New York University Eighteenth Annual 
Institute on Federal Taxation (1960), p. 39; 
Stinson and Anthoine, work cited at foot- 
note 6; Rice, “Statutory Requirements for 
Postponing Taxes upon Incorporating a 
3usiness,” 22 University of Cincinnati Law 
Review 315 (1953). 





(a) If the taxable income of each 
multiple corporation can be limited 
to $25,000, the maximum tax rate is 
30 per cent, and the 22 per cent sur- 
tax on income over $25,000 would be 
avoided. This can amount to an an- 
nual maximum tax saving of $5,500 
for each additional multiple corpo- 
ration which is created.** 

(b) Each separate corporation may 
make use of the $100,000 accumulated 
earnings credit and, to that extent, 
help avoid—or at least reduce—the 
danger of a penalty tax for “unrea- 
sonable accumulations” of earnings 
had they been retained by a single 
corporate entity.” 

(c) Where there are multiple corpo- 
rations each owning a lesser amount 
of assets than would an all-inclusive 
single corporation, there is an in- 
creased ability for the small investor 
to partially “cash out” should he want 
ahead of other investors. 
This could be accomplished with least 
tax risk by the complete liquidation 
of a multiple rather than running the 
greater risk of being taxed on the 
basis of a distribution of dividends 
if it were necessary to resort to a 
partial stock redemption in a single, 


to do so 


all-inclusive corporation.”* 

(d) If capital gains treatment is a 
reasonable expectancy for some ac- 
tivities or assets but not for others, 

*Code Sec. 11. If the annual taxable 
income of a single over-all entity is less 
than $50,000, the net tax saving in setting 
up each multiple corporation would be 
limited to 22 per cent of the net taxable 
income in excess of $25,000, which saving, 
of course, may be less than $5,500 per year. 
But, assuming an annual income of the 
total venture in a substantial amount ex- 
ceeding $50,000, the tax saving in using 
multiples may be extremely large. For 
example, assume that a venture has a tax- 
able income of $200,000. If it is a single 
corporate entity, the federal income tax will 
be $98,500 ($25,000 at 30 per cent and the 
remaining $175,000 at 52 per cent.) If in- 
stead of one single corporation operating 
the over-all venture, it is split up into eight 
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It is because of the 

schizophrenic nature of a 
partnership that there are 
complexities in partnership tax law 
not found elsewhere in the 
revenue laws. A constant awareness 
that a partnership, for tax 
purposes, is sometimes an entity 
and sometimes an association of 
individuals is required for an 
understanding of . . . 

subchapter K.—Dale Anderson, 
attorney, Department 

of Justice Tax Division, and 

Melvin Coffee, attorney. 


use of multiple corporations makes 
it easier to segregate “investment” 
properties generating capital gains 
treatment from “dealer” properties. 


(2) Nontax advantages of using mul- 
tiples—Other than for tax savings, it 
is not easy to evaluate the advantages 
of using multiple corporations over a 
single corporate entity for the entire 
venture—yet some reasonably per- 
suasive factors can be pointed out: 


(a) If there are losses which result 
in the filing of mechanics’ liens or 
other claims against the properties, it 
may be that where multiples are used 
it is easier to restrict liability to the 
single corporation actually incurring 
the loss, leaving other multiples free 
of liens or creditor claims. 


separate corporations, each generating not 
more than $25,000 taxable income so that 
the eight corporations together generate 
the same total income of $200,000, the com- 
bined tax bite would be only $60,000 (8 x 
$7,500, based on 30 per cent of $25,000), or 
a net saving by the use of multiples of 
$38,500 for each taxable year where the same 
conditions prevail. The goal of achieving 
a $25,000 taxable income ceiling for each 
corporation is best accomplished by careful 
planning of operations aided by spacing 
income-producing activities over more than 
one tax year. 

* Code Secs. 531 and following, discussed 
in more detail below. 

*Code Secs. 331, 
fully below. 


346, discussed more 
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(b) It is possible that more flexi- 
bility may be attained in an over-all 
borrowing capacity by the use of 
multiples. 


(c) It is likely that more flexibility 
may be attained in attracting small 
investors. 

(d) It is likely that more flexibility 
may be attained in selling, trading or 
otherwise liquidating the project or 
its component parts.” 


(3) Classification of multiples.—There 
are two basic types of multiple cor- 
porations which are available for a 
development project of the type un- 
der discussion, which need not be, but 
usually are, mutually exclusive: 


(a) The “operational,”- “horizontal’’- 
or “grid’-type multiple, where each 
corporation does everything from the 
beginning to the completion and 
disposition of the project, but where 
operations are limited to a designated 
unit or units owned by each multiple. 
Normally, the dealings of each multi- 
ple are with third parties rather than 
with other multiples in the total ven- 
ture group.”° 

(b) The “functional” or “vertical” 
multiple, where no single entity is 
self-sufficient, but where the entire 
development is one operation and 
where each multiple corporation per- 
forms a separate function for the en- 
tire development. 

The most common types of “func- 
tional” or “vertical’’ multiples which 
may be carved out of a total develop- 
ment are the building corporation, 





* An additional nontax advantage which 
could be listed is increased administrative 
and internal accounting control when func- 
tional multiple corporations are used (to be 
discussed below). In this writer’s opinion, 
the validity of this business purpose, more 
than any other single factor has, to date, 
limited the Commissioner’s attacks on func- 
tional multiples. 

See also Convery, “Residential Develop- 
ments: Multiple Corporation, Allocations, 
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the equipment-rental corporation, the 
title-holding or owner corporation, the 
selling corporation and the financing 
corporation.” 


(4) Timing creation of multiples — 
If multiple corporate entities are pro- 
jected, they should be new corpora- 
tions organized when a sound business 
purpose first arises, justifying the cre- 
ation of a new corporation; carving 
out or splitting off a multiple from 
an existing corporation may generate 
some eventual tax consequences not 
immediately recognized.*® 


(5) Losses of multiples —lIf the en- 
tire project generates losses, then, of 
course, there is no practical difference 
whether there exists a single over-all 
venture group or multiples. However, 
where some multiples are profitable 
while others establish losses, the losses 
cannot be set off against the profits 
of others. However, if any of the 


multiples elect to be taxed as a Sub- 


chapter S corporation, the operational 
losses of that particular multiple could 
“pass through” to its stockholder, to 
be set off against his income from 
other sources. 

It is true that if a consolidated tax 
return were filed for all the multiples, 
the losses of some could effectively be 
set off against the profits of others. 
But having taken this step for one 
year, it is not likely that the Com- 
missioner would permit the multiples 
to file their separate returns for later 
years when profits are generated. The 
“jig” would be up. 


Administration,” Proceedings of New York 
University Fourteenth Annual Institute on 
Federal Taxation (1956), pp. 189, 192. 

* Comment, “First Case Denies Surtax 
Exemption to Horizontally-Affiliated New 
Corporation,” Journal of Taxation, Decem- 
ber, 1959, p. 326. 

* Anderson, work cited at footnote 1, 
at p. 197; Casey, work cited at footnote 
5, at p. 187, 

” Convery, work cited at footnote 27. 
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Furthermore, if any of the multi- 
ples has elected to be taxed as a Sub- 
chapter S corporation and resorts to a 
consolidated return as a member of 
an affiliated corporate group, then, as 
we have seen, that particular multiple 
would lose its Subchapter S status. 


(6) Basis of Commissioner's attack 
on indiscriminate use of multiples and 
consequences if attack is successful.— 
Resort by a developer-builder group 
to an unreasonable number of corpo- 
rate entities will not go unnoticed by 
the Internal Revenue Service. There 
are several potent weapons in its ar- 
senal for attack purposes: 


(a) If a substantial “business pur- 
pose” for a multiple corporation cannot 
be established, it may be completely 
disregarded as being a “sham” and as 
lacking “substance” for tax purposes, 
and the Commissioner may add its 





"Code Sec. 61(a); Aldon Homes, Inc., 
CCH Dec. 23,902, 33 TC 582 (1959). 

“Code Sec..482; Advance Machinery Ex- 
change v. Commissioner, 52-1 ustc J 66,036, 
196 F. 2d 1006. 

* Code Secs. 269(a)(1) and 1551; Rice, 
“Internal Revenue Code, Sec. 269: Does the 
Left Hand Know What the Right Hand Is 
Doing?” 103 University of Pennsylvania 
Law Review 579 (March, 1955) ; Casey, work 
cited at footnote 5, at p. 70; Kirkpatrick, 
“Section 269 of the 1954 Code—Its Present 
and Prospective Function in the Commis- 
sioner’s Arsenal,” 15 Tax Law Review 137 
(January, 1960). See generally on problems 
of multiple corporations: Mortenson, “The 
Multiple Attack on Multiple Corporations,” 
35 Taxes 647 (September, 1957); Sargent, 
“When and How to Use Multiple Entities,” 
Encyclopedia of 'Tax Procedures (Prentice- 
Hall); comment, “Some Tax Planning As- 
pects of Multiple and Divided Corporations,” 
6 U. C. L. A. Law Review 136 (January, 
1959). 

In James Realty Company v. U. S., 59-2 
ustc § 9660, 176 F. Supp. 306 (DC Minn.), 
aff'd (CA-8, 1960), the court dealt very 
harshly with the taxpayer's position in its de- 
fense against a multiple corporation attack by 
the Commissioner. The case considers Secs. 
129 and 45 of the 1939 Code (Secs. 269 and 
482 of the 1954 Code, respectively). Decisions 
of the Tax Court had held that under Sec. 
129 the Commissioner cannot disallow the 
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income to that of the principal corpo- 
rate entity.” 


(b) Alternatively, the Commissioner 
may reallocate the income of a “sham” 
multiple to the principal corporate 
entity without denying the multiple 
its legal validity as a separate corpo- 
ration.** 


(c) Finally, where appropriate, the 
Commissioner may, besides reallo- 
cating the income of the “sham” 
corporation to the principal entity, 
additionally disallow to the multiple 
the surtax exemption and the accumu- 
lated earnings credit otherwise avail- 
able to a corporation, on the basis of 
a statutorily prohibited “acquisition 
of control” by the principal corpo- 
ration of the multiple entity where 
tax avoidance can be established as 
a primary purpose for the acquisition 
of control. 





$25,000 surtax exemption to a new multiple 
corporation, since in the formation of a 
new corporation there could be no “acqui- 
sition of control” within the meaning of 
that section. The court in James Realty 
rejects the Tax Court position and states as 
follows: 

“There is no settled view that ‘acquisition 
of control’ cannot and should not include 
the organization of a new corporation such 
as was done here. The Regulations , 
provide that acquisition of control of cor- 
porations may be accomplished by acquiring 
the stock of a newly organized corporation.” 

In Aldon Homes, Inc., cited at footnote 31, 
a master corporation secured investor capi- 
tal, acquired the land, initiated financing 
commitments and, in effect, did all of the 
preliminary work in a residential tract sub- 
division. Before the actual commencement 
of construction, the land was conveyed to 
15 separate corporations, each corporation 
owning 14 or 15 lots. The apparent pur- 
pose was to keep the income of each corpo- 
ration below $25,000 and thus create an 
over-all effective tax of 30 per cent instead 
of 52 per cent. There was an independent 
selling corporation and a “controlled” build- 
ing corporation. The Tax Court disallowed 
the surtax exemptions to the 15 multiple- 
owner corporations and the builder corpo- 
ration, and then taxed all the income to the 
master corporation. This case is a striking 
example of a horizontal, multiple-corpora- 
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TEST YOUR TAX KNOW-HOW .... 


The general manager of a corporation 
lives in a suburb and comes to 

work every day in his limousine, 
driven by a chauffeur. He 

estimates that the yearly 

expense of using his car for this 
purpose is more than $2,000. Is this 
a deductible expense? 

(See page 697.) 


Several recent court decisions in 
this area of real estate developments 
which have been adverse to the indis- 
criminate use of multiple corporate 
entities should be sufficient cause for 
concern and should re-emphasize the 
need for an underlying sound busi- 
ness purpose other than that of sav- 
ing taxes for the creation of each 
multiple.** 


Capitalization problems: “debt” v. 
“equity”: “thin” capitalization.—Cap- 
italization problems are, of course, in- 
herent in any corporation and could 


be present either in a venture corpo- 
rate entity or in an investor corporate 
entity. A few years ago, before con- 


siderable litigation blunted its at- 
tractiveness to investors, it was not 
uncommon for an investor to acquire 
shares of stock or “discount” bonds 
in the venture corporation. Today, 
both the preferred stock “bail-out” 
and the “discount” bonds are risky 
vehicles for the investor to anticipate 
capital gains treatment if he acquires 
an interest in a venture corporation 
itself.*° 


There was also the additional de- 
terrent that the investor as a minority 
stockholder in the venture corpora- 





(Footnote 33 continued) 

tion pattern which was conceived and 
planned with no apparent business or eco- 
nomic motivation other than that of saving 
taxes. The court disregarded as “sham” 
the taxpayer’s attempts to justify the exist- 
ence of the many corporations and held 
that the petitioner (the master corporation) 
did not establish a single economic motiva- 
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tion would be at a disadvantage in 
preventing the developer-builder, who 
usually was a majority stockholder, 
from “milking” or otherwise manipu- 
lating the corporation in a way not 
entirely consonant with the best in- 
terests of the investor. 


Currently, therefore, it would seem 
that the more common pattern is for 
the arrangement to be a joint venture 
or a limited partnership between the 
developer-builder, on the one hand, 
using the legal entity which best suits 
his needs—economic and taxwise— 
and the investor, on the other hand, 
who likewise may be an individual, a 
family trust or a member of a group 
of investors which, in turn, may be a 
partnership, a limited partnership, a 
syndicate, or a corporation. 


If the investor is a corporation, 
it may have capitalization problems, 
the most common of which is a “thin” 
capitalization structure. 


(1) What is meant by “thin” capitali- 
zation: the ratio of “debt” v. “equity.” 
—Equity” in a corporation signifies a 
contribution to capital represented by 
some form of stock or shares. “Debt” 
signifies a “loan” based on a debtor- 
creditor relationship, which loan may 
be either secured or unsecured. The 
former is “risk” capital; the latter is 
a fixed obligation. If the capitali- 
zation structure of the corporation is 
too heavy on the side of “debt” in 
ratio to “equity,” it is designated as 
“thin” capitalization. 

(2) Motivation for “thin” capitali- 
zation.—The two principal reasons 
why a “thin” capitalization is attrac- 
tive are as follows: 





tion other than tax avoidance for the mul- 
tiple setup. This case and that of James 
Realty Company v. U. S., cited above, are 
certainly cause for concern. 

*See discussion of James Realty Com- 
pany v. U. S. and Aldon Homes, Inc. at 
footnote 33. 

* See footnote 68. 





(a) On the investor’s side, a “debt” 
enables the investor to withdraw all or 
a portion of his investment without 
an immediate tax impact, as would be 
the case if he were a stockholder paid 
a dividend in like amount.*® 

(b) On the corporation’s side, its 
taxable income would be reduced to 
the extent of payments of interest 
on the “debt,” since this would be a 
deductible item. No such tax bene- 
fit would inure to the corporation if 
the payments the f 
dividends. 


were in form of 
The supposed advantages to the in- 
vestor, if he held a “debt” obligation 





“A capital contribution may take place 
even though it is in the guise of a sale of 
properties to the corporation rather than 
an actual contribution. For example, in 
Bruce et al. v. Knox, Director of Internal 
Revenue, 60-1 ustc § 9249, the facts were as 
follows: Bruce inherited a tract of land and 
held it for a number of years. His basis 
in this land (presumably the fair market 
value at the date of inheritance) was 
around $6,000. He formed a corporation 
which issued $11,000 worth of stock to 
Bruce for cash. Simultaneously with this 
transaction, Bruce sold his tract of land 
to the corporation for $198,000, payable 
$10,000 down and the balance on the basis 
demand note. Immediately after the 
transaction, the corporation was richer by 
$10,000 and the parcel of land. Concededly, 
the fair market value of the land at the 
time was $198,000. The corporation pro- 
ceeded to subdivide the property and other- 
wise develop it at a profit. The corporation 
periodically made payments to Bruce until 
it discharged its liability for the balance of 
the $198,000 purchase price. Bruce reported 


of a 


the sale of the land to his corporation, and 
paid a capital gains tax on the installment 
The corporation took $198,000 as its 
basis in determining its profits, The 
district court held that the payments by 
the corporation to Bruce in discharge of its 
purchase-price obligation to him were in 
fact not that, but dividends to Bruce. The 
court further found that the transfer by 
Bruce to his corporation of the land was 
not a sale, but a capital contribution, Al- 
though the court paid lip service to the 
question of intent of the parties, it deter- 
mined intent from the objective facts rather 
than the state of mind of the parties. In 
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as against being a stockholder, in the 
event of losses, often has been exag- 
gerated as far as concerns the real 
estate development field. 


(3) Principal guides for avoiding 
“thin” capitalization trap.—It has been 
claimed that the judicial history of 
dealing with a “thin” corporation 
problem can be divided into three 
major periods: 


(a) Struggle with “hybrid” securi- 
ties —This was the pre-1946 period, 
where, to avoid the heavy burden of 
a fixed debt and yet striving to, 


achieve “debt” financing for tax pur- 
poses, corporate taxpayers resorted 


‘ 


this situation, immediately after the “sale” 
to the corporation, the corporation had 
only $10,000. The land was barren and 
was producing no income and, therefore, 
the only hope Bruce had of recovering his 
“purchase price” was through the corpo- 
ration’s successful subdivision activities. 
The court found from these circumstances 
that it was Bruce’s intention to place the 
land at the risk of the corporation’s enter- 
prise and, therefore, concluded that the 
transfer of the land was in effect a capital 
contribution by Bruce. 

*The investor who receives a “debt” 
obligation of the corporation probably would 
be required to subordinate his claim as a 
creditor to the major creditor, which probably 
would be the lending institution which does 
the major financing for the project. In any 
event, it is clear that an investor who is not 
in the business of making loans to the 
corporation would receive only a capital 
loss treatment which would be equivalent 
to that of a stockholder-investor. If, under 
a 1958 amendment, the developer entity 
corporation qualified under Section 1244 
of the Internal Revenue Code, which would 
seem to have a limited applicability in this 
area, and if the holder of the stock in the 
“Section 1244” corporation met the require- 
ments of the act, then his tax benefit from 
losses in the corporation would be con- 
siderably more valuable, since a loss up to 
$25,000 for each year ($50,000 in the case 
of a husband and wife filing a joint return) 
could be deducted by the individual stock- 
holder as an ordinary loss. Richardson, 
“Tax News—Losses on ‘Small Business 
Stock’,” Journal of the State Bar of Cali- 
fornia, March-April, 1960, p. 129. 
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ANSWER TO THE QUESTION 
ON PAGE 695... 


No. It is a nondeductible 
personal expense. 


to creating “hybrid”-type securities 
eventually subjected to the jaundiced 
eye of judicial interpretation in an 
effort to determine whether in fact 
the “debt” instrument was actually 
an “equity.” 


(b) Reliance upon ratios —This was 
the period between 1946 and 1956, 
when the courts endeavored to estab- 
lish permissible and nonpermissible 
ratios of “debt” to “equity” in reach- 
ing decisions as to whether the capitali- 
zation of a particular corporate taxpayer 
was or was not “thin.” 


(c) Decline of ratio test and search 
for “substance” or “intent” test.—This, 
according to the observer, is the post- 
1956 and current era, where the ratio 
test is not the dominant or controlling 
factor in determining whether a 
“thin” capitalization situation exists.** 

The area of inquiry has always 
been to determine whether a corpo- 
rate instrument labeled and tax-treated 
by it as a “debt” was in fact based on 
a creditor-debtor relationship, rather 
than being a guise for an “equity” 
contribution to capital. 

No more so today than in the im- 
mediate past do there seem to be any 
well-established guides emanating 
either from the Tax Court or the other 
federal tribunals for determining with 
any exactitude the presence or absence 
of “thin” capitalization. While it may 
be that “intent” and “business pur- 
pose” would seem to some extent to 
have replaced the “ratio” test as basic, 





* Caplin, “The Caloric Count of a Thin 
Corporation,” Proceedings of New York 
University Seventeenth Annual Institute on 
Federal Taxation (1959), pp. 771, 774. 

* Suggested by the Mills Subcommittee 
Advisory Group on Subchapter C, Sub- 
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there is still a feeling that the “intent” 
yardstick is only given lip-service in 
order to reach a more objective an- 
alysis of the documents and the post- 
execution history of their treatment. 


Some currently emphasized “objec- 
tive” tests in determining whether a 
“debt” is to be treated as such tax- 
wise may be indicated: unconditional 
obligation to pay a sum certain in 
money; maturity on demand, or on 
or before a fixed and not unreason- 
able distant date; issuance for ade- 
quate consideration or as a distribution 
to stockholders; no subordination to 
trade creditors; no voting rights; in- 
terest, if any, not to be excessive, not 
to be dependent on earnings, and un- 
conditionally due no later than maturity 
date of principal amount; issuance 
under circumstances not negating 
“any reasonable expectation of pay- 
ment”; and if “initially held or guar- 
anteed by a shareholder . . . immediately 
after the obligation is created the 
principal amount of all obligations of 
the corporation held or guaranteed by 
its shareholders does not exceed by 
more than five-to-one the fair value 
of the outstanding stock of the cor- 
poration or the total of the capital 
and surplus paid-in with respect thereto, 
whichever is greater.” *° 

One astute observer has made some 
practical suggestions as to how to 
avoid the pitfalls and shoals of a 
“thin” incorporation attack with a 
reasonable expectancy of safely ac- 
complishing what the corporate tax- 
payer sought: *° 


(i) A material amount of “equity” 
capital should be invested in stock. 


(ii) The debt structure should be 
realistic and not one which cannot be 





committee on Internal Revenue Taxation. 
House Ways and Means Committee No. 10 
(December 24, 1957, and December 11, 
1958), proposing a new Code Section 317(e). 


“Caplin, work cited at footnote 38, at 
p. 821. 
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discharged in the normal course of 
business and which may lead to default. 


(iii) The debt instrument should 
be clear and unambiguous, creating 
an unconditional obligation to pay a 
sum certain at a reasonably near future 
time with interest payable at the go- 
ing rate. 


(iv) If possible, the indebtedness 
should be secured by some collateral. 


(v) Corporate formalities creating 
the debtor-creditor relationship should 
be scrupulously kept. 


(vi) When are transferred 
for both equity and debt, take care to 
identify the exact consideration given 
for each, backed by appraisals fixing 


assets 


fair valuations. 


(vii) Avoid pro rata loans in pro- 
portion to stockholdings, since this 
is often indication of 
an intent to make a capital contribution. 


considered an 


(viii) If possible, set up loans made 
to satisfy particular needs as they 
arise rather than create a lump-sum 


lending on incorporation. 


(ix) Use various forms of debt in- 
struments—such as bonds, debentures 
and notes—rather than one single 
form so as to create a possibility of 
partial relief if the capitalization is 
attacked, rather than face an all-or- 
nothing decision. 

(x) Keep an exact record of the 
nontax reasons for creating debt, since 
this remains the primary test applied 
by the courts. 

(xi) Preserve evidence indicating 
the lender’s reasonable expectancy of 
repayment, as well as a record of the 
lender’s acting like a creditor when 
enforcement is necessary. 

(xii) The ratio test must still be 
observed, even though there seem 
to be no certain standards. 


Finally, it has been suggested that 
the availability of electing to be taxed 
as a Subchapter S corporation in some 
situations has, to some extent—but 
not entirely—lessened the urge of cor- 
porations to use corporate indebtedness 
as a major part of their capitalization 
structure.*’ 





“Caplin, work cited at footnote 38, at 
p. 817. Additional cogent references to this 
problem are: Balter, work cited at footnote 
22, at p. 177; Holzman, “The Current Trend 
in Guaranty Cases: An Impetus to Thin- 
Incorporation?” 11 Tax Law Review 29, 
44 (November, 1955); Kraft Foods Company 
v. Commissioner, 56-1 ustc J 9428, 232 F. 2d 
118; Northline Realty Corporation, CCH Dec. 
22,839(M), 17 TCM 98; John F. Douglas, 
CCH Dec. 22,881(M), 17 TCM 143; com- 
ment, “Observe Rules in Debt Financing to 
Retain Tax Advantage” (quoted from Lasser’s 
Tax Planning for Real Estate), Journal of 
Taxation, January, 1956, p. 63; comment, 
“Thin Capitalization and Tax Avoidance,” 
55 Columbia Law Review 1054 (November, 
1955); note, “Stockholder Withdrawals— 
Loans or Dividends?” 10 Tax Law Review 
569 (May, 1955); Casey, work cited at 
footnote 5, at p. 159; Grossman, “The Un- 
wanted Dividend,” 31 Illinois C. P. A. 3 
(Summer, 1959) (also appeared in Monthly 
Digest of Tax Articles, February, 1960, 
p. 52); Anderson, “ ‘Thin’ Corporate Capi- 
talizations” Proceedings of University of 
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Southern California Ninth Annual Tax In- 
stitute, Major Tax Planning (1957), p. 35; 
Bittker, “Thin Capitalization: Some Current 
Questions,” 34 Taxes 830 (December, 1956) ; 
Manly, “What To Do About the New 
Intent Test in Thin Incorporation: More 
on Gooding,” Journal of Taxation, December, 
1956, p. 379; Mertens, work cited at foot- 
note 1, Section 28.38; Kahn, “How to Plan 
a Safe Thin Corporation in the Face of 
Tax Obstacles,” Journal of Taxation, June, 
1958, p. 341; Benjamin, “Thin Corporations 
—Whose ‘Substance Over Form’?” 34 Tulane 
Law Review 1 (December, 1959); Boughner, 
“How the Tax-Wise Investor Buys Real 
Estate Today,” Journal of Taxation, July, 
1958, pp. 30, 32; Weissbourd, “Tax Plan- 
ning in Real Estate Transactions,” 37 
Taxes 1118, 1123 (December, 1959); com- 
ment, “The Thin Incorporation Problem: 
Are the Courts Fighting the Tax Baby?” 
5 U.C. L. A. Law Review 275 (March, 1958); 
R. C. Owen Company v. U. S., 60-1 ustc 
99255 (Ct. Cls.); Jennings v. U. S., 60-1 
ustc 9136, 272 F. 2d 842 (CA-7, 1959). 
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. forced reliance on short-ferm 
financing contributes to further 
shortening of a marketable debt that 
is already much too short in maturity. 
—Charls E. Walker, Assistant to the 
Secretary of the Treasury. 


In this connection, note should be 
taken of the provisions of Regulation 
Section 1.1371-1(g), which deals with 
the Subchapter S corporation and 
which states: 


“If an instrument purporting to be 
a debt obligation is actually stock, 
it will constitute a second class of 
stock.” 

This provision would seem to high- 
light the caution that there may still 
be a thin capitalization problem even 
with a Subchapter S corporation. If 
the investor group is given notes to 
evidence its contribution and if in 
fact this is realistically an equity 
contribution construable to be in the 
nature of preferred stock, it would 
seem that the corporation may lose 
its Subchapter S status as being a 
corporation with more than one class 
of stock, ineligible to exercise the 
option. 


“Constructive” or “informal” divi- 
dends.—Before the project is liqui- 
dated and the profits distributed to 
the participants in the venture, there 
may be many occasions for a stock- 
holder, particularly if he is also an 
“employee,” to dip into the corporate 
“till.” To the extent that disburse- 
ments by the corporation are “ordi- 
nary and necessary” business expenses 
and, therefore, tax deductible to it, the 
outlay, at least partially, is balanced 
by the tax reduction. A dividend or 


a repayment of a “loan” previously 
made by the stockholder to the corpo- 
ration, however, gives a corporation 
no compensatory tax benefit because 
there would be no deduction. 

From the corporation’s point of 
view, therefore, there is much at 
stake, whether a disbursement is 
determined to be a deductible or a 
nondeductible item. 


From the _ stockholder-recipient’s 
point of view there is also consider- 
able at stake: 

(1) If the payment is “compensa- 
tion,” it is wholly taxable, at ordinary 
income rates, to him. 

(2) If it is a dividend, it is also 
wholly taxable to him, but is subject to 
a tax-credit benefit albeit a minor item.*? 


(3) If it represents the repayment 
of a “loan,” it is but a return of capital 
and not taxable at all to the stockholder. 

It is easy to see, therefore, why the 
Commissioner “from time immemorial” 
has scrutinized with close attention 
such corporate-stockholder transac- 
tions, particularly if the corporation 
is controlled by a few stockholders. 
One of the most effective weapons 
which the Commissioner has available 
to control this fertile area for tax- 
payer abuse is the power to determine 
that an “informal” or a “construc- 
tive” (that is, not formally declared) 
dividend has been paid by the corpo- 
ration to the stockholder. This naked 
right is founded on Section 316 of the 
Internal Revenue Code, but the courts 
have given the skeleton flesh and 
sinew.** 


(1) What constitutes “informal” or 
“constructive” dividend?—Any distri- 








“Code Sec. 34. An individual recipient 
of a dividend would get a tax credit of 4 
per cent after an exclusion of $50, or $100 
if a joint return is filed by a husband and 
wife. A corporate recipient of a dividend 
would get a deduction of 85 per cent of 
the amount received as dividends from 
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another corporation, thus leaving only 15 
per cent taxable at ordinary income rates 
(Code Sec. 243(a)). 

“Grossman, work cited at footnote 41; 
comment, “Disguised Dividends: A Com- 


prehensive Survey,” 3 U. C. L. A. Law 


Review 207 (February, 1956). 
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bution to the stockholder by the 
corporation in cash, property, or eco- 
nomic benefit, regardless of whether 
formal action was taken by the corpo- 
ration, regardless of whether the dis- 
tribution is labeled “dividend” and, 
perhaps, even regardless of whether 
the parties did or did not intend that 
the distribution would in fact be a 
dividend, may be taxed to the stock- 
holder at ordinary income rates as 
being a “constructive” or “informal” 
dividend. The only legal limitation is 
that the distribution must be out of 
the “earnings and profits” of the cor- 
poration for the tax year in question, 
or for prior years, sufficient to support 
the distribution as being equivalent 
to a dividend. 

Essentially, the Commissioner’s at- 
tack is aimed at every corporate dis- 
tribution which is not treated as a 
dividend by the parties but which is 
designed to withdraw corporate earn- 
ings and profits without payment of 
a tax by the stockholder at the time 
of receiving the benefit of the distri- 
bution. 

In the case of a Subchapter S cor- 
poration, this problem is now almost 
always academic for both the corpo- 
ration and the stockholder, since all 
corporate earnings “pass through” to 
the stockholder and are taxed directly 
to him. However, there may be a 
limited exception where an existing 
normal corporation has elected Sub- 
chapter S status and has thereby 
“locked in” prior earnings and profits 
which could be a dividend to a stock- 
holder when distributed to him either 
However, this 


directly or indirectly. 
problem will not exist if a newly 





“Comment cited at footnote 43, at p. 208; 
Mertens, work cited at footnote 1, Sec. 9.22. 

“ Comment cited at footnote 43, at p. 216. 

* Note cited at footnote 41. 

*“ Note cited at footnote 41. 

*Tincoln National Bank v. Burnet, 3 ustc 
| 1030, 63 F. 2d 131 (1933); Waggaman v. 
Helvering, 35-2 ustc 9377, 78 F. 2d 721. 
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formed corporation initially qualifies 
as a Subchapter S corporation and 
does not revoke its election. 


The devices employed in disguis- 
ing dividends are as multifarious as 
the ways in which a corporation is 
able to distribute its funds to its 
stockholders. ‘Some of the most com- 
mon situations, however, may be of 
value by way of illustration: 


(a) The “bargain purchase” by a 
stockholder of a corporate asset at 
less than its fair market value or, 
conversely, the “bargain sale’? where 
a stockholder sells an asset to the 
corporation at a price in excess of its 
fair market value.** 

(b) Leasing and “sale and lease- 
back” arrangements between stock- 
holder and corporation, usually from 
the stockholder as lessor to the cor- 
poration as lessee, for a rental in ex- 
cess of fair market value.*® 

(c) Loans from the corporation to 
the stockholders which in reality are 
a distribution of earnings.** 


(d) A capital contribution by a 
stockholder to the corporation in the 
guise of a loan which, when “repaid,” 
in fact constitutes a dividend on his 
“equity.” * 

(e) “Excessive compensation” for 
a stockholder which, to the extent of 
its “unreasonableness,” could be taxed 
as a dividend. 
the 


dis- 


“gift” to 


fact is a 


(f) An ostensible 
stockholder which in 
tribution of earnings.** 


(g) Payment of personal items by 
the corporation for the stockholder 
or for members of his family.*® 


” David A. Ferro, CCH Dec. 21,692(M), 
15 TCM 485 (1956); Mobile Beverage Com- 
pany v. Patterson, 60-1 ustc $9403 (DC 
Ala.) (payment made by a corporation to 
a stockholder’s wife in settlement of his 
marital difficulties not deductible by a cor- 
poration as a business expense and treated 
as a dividend to the stockholder); Sachs 
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(2) When are corporate “earnings 
and profits” present to support “con- 
structive” or “informal” dividend?— 
As pointed out, distributions to a 
stockholder can be treated as a “divi- 
dend,” informal or declared, only if 
based on “earnings and profits” of 
the corporation sufficient to support 
the dividend. However, simple as it 
may appear as an economic or ac- 
counting concept, there are many com- 
plexities in ascertaining whether in 
a given situation there are in fact 
“earnings and profits.” °° 

It is even possible by design to 
so plan the nature and timing of the 
corporate activities as to avoid the 
existence of “earnings and profits,” 
at least for the present, even though 
to the layman the corporation un- 
deniably “makes money.” For example, 
a currently popular “attraction” for 
small investors in real estate syndi- 
cations which have grouped together 
rental-income properties is offsetting 
of current income otherwise taxable 
by resorting to the accelerated de- 
preciation write-off privilege, thus re- 
ducing eliminating the 
“earnings and profits” so that the dis- 
tributions currently made to the stock- 
holders will, for the time being, not 
be labeled a dividend.” 


or current 


This is so because absent “earnings 
and profits” the distribution to the 
shareholders, even if labeled a “divi- 
dend,” would first be applied to the 


recoupment of his cost basis without 
tax impact and, beyond that point, 
the excess would be taxable at capi- 
tal gains rates.” 

“Unreasonable” accumulation of 
earnings.—We have already seen that 
one of the attractions of use of the 
corporate entity either by the developer- 
builder or the investor-owner is that 
while earnings of the corporation may 
be taxed at the 30-52 per cent tax 
rates, an immediate second tax to 
the stockholders may be postponed 
until the stockholder actually needs 
to withdraw earnings or until final 
disposition of the project, when, it 
is hoped, the “locked in” earnings 
will be taxable at only a capital 
gains rate. 

Distribution of earnings of the cor- 
porate entity before final disposition 
of the project is particularly ana- 
thema the high-tax-bracket de- 
veloper or investor, since his earnings 
are taxable to him as dividends at 
ordinary income rates. 


The Internal Revenue Code 
amended in 1958,5* in an ameliorated 
form, still presents a real hazard to 
a corporation which accumulates its 
earnings without distributing them to 
its stockholders. 


of the test is this: If a 
** is “formed” or “availed 
purpose of “avoiding the 
with respect to its share- 
permitting “earnings and 


to 


as 


The nub 
corporation 
of” for the 
income tax 
holders” by 








(Footnote 49 continued) 
v. Commissioner, 60-1 ustc § 9414 (CA-8) 


(payment by a corporation of the sole 
stockholder’s fine for causing filing of 
fraudulent corporate tax return is construc- 
tive dividend to the stockholder); Mertens, 
work cited at footnote 1, Sec. 9.08. 

* Katcher, “What Is Meant By Earnings 
and Profits?” Proceedings of New York Uni- 
versity Eighteenth Annual Institute on Federal 
Taxation (1960), p. 235; Rice, “Minimizing 
Taxes on Distribution by Corporations to 
Shareholders: Eliminating ‘Earnings and 
Profits’,” Journal of the State Bar of Cali- 
fornia, March, 1954, p. 132. 
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"This pattern, whether a “gimmick” or 
not, has become a selling point to investors 
in large realty-rental operations. See article 
in New York Times, Sunday, March 27, 
1960, re Futterman Corporation. 

" Estate of Esther M. Stein, CCH Dec. 
21,553, 25 TC 940 (1956). 

*® Code Secs. 531 and following. 

“We are assuming that we are examining 
the situation of a normal operating cor- 
poration and not that of a “mere holding 
or investment company” when that fact in 
itself would be “prima facie evidence of the 
purpose to avoid the income tax with re- 
spect to shareholders.” (Code Sec. 533(b).) 
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profits to accumulate instead of be- 
ing divided or distributed,” then for 
ach taxable year when such condi- 
tion exists, there will be imposed on 
the corporation, in addition to its 
other income taxes, a tax designated 
as the “accumulated earnings tax” to 
the extent of (1) 27% per cent of the 
unreasonably accumulated taxable in- 
come not in excess of $100,000 and 
(2) 38% per cent on any of the un- 
reasonably accumulated taxable in- 
come in excess of $100,000.°° 

The first $100,000 of the corporate 
surplus is not included in determin- 
ing what is “accumulated taxable 
income.” °° 

There are, therefore, two problems 
which coexist but are not necessarily 
exclusive of each other, namely: 

(1) Was the purpose of forming or 
using the particular corporation that of 
avoiding the dividend tax to the share- 
holders by permitting its earnings 
and profits to accumulate instead of 
being divided or distributed? 


(2) Were the earnings and profits 
of the corporation permitted to accu- 
mulate beyond the reasonable needs 


What . . . about the rule about never 
filing a pleading for purposes of 
delay? . . . how many members of the 
bar have never done just that? What 
about the stricture of Canon 15, that 

a lawyer should never assert in 

oral argument his personal belief in 

his client's innocence . . . .—Murray 
Schwartz, professor of law, UCLA. 


of the business conducted by the 
corporation ? ** 


If the evidence shows that the ac- 
cumulation was not for the reason- 
able needs of the corporate business 
and this evidence is not successfully 
rebutted by the corporation, this 
finding shall be determinative on the 
on the issue of intent to avoid the 
dividend tax to the stockholders.** 


The converse, however, may not 
necessarily be true, namely, it may 
be that the corporation can establish 
a reasonable business purpose for 
accumulating its earnings and profits 
and yet not be able to establish that 
its failure to distribute the earnings 
was not also for tax avoidance on 
the part of its shareholders.®® 





* Code Sec. 531. 


* Code Sec. 535(c)(1)(2), as 
by the 1958 Revenue Act. 

*Weithorn, “What Constitutes ‘Unrea- 
sonable’ Corporate Accumulation?” Pro- 
ceedings of New York University Seventeenth 
Annual Institute on Federal Taxation (1959), 
p. 299. 

* Code Sec. 533(a). 

* Young Motor Company, Inc., CCH Dec. 
23,777, 32 TC —, No. 131 (1959). In this 
case the taxpayer corporation over the years 
paid practically nothing in salaries and no 
dividends to its stockholder-employees. The 
taxpayer, however, seemed to present a 
strong case for justifying a business pur- 
pose for retaining large sums in its business. 
The court, in an opinion by able Judge 
Opper, indicated that this showing by the 
taxpayer was not sufficient to overcome the 
presumption of the Commissioner’s deter- 
mination that the corporation was in fact 
“availed of for the purpose of preventing 
the imposition of the surtax upon its share- 
holders through the medium of permitting 
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earnings or profits to accumulate instead of 
being divided or distributed.” The Court 
proceeded to point out that proof of an “un- 
reasonable accumulation” is prima-facie evi- 
dence of the prohibition under this section, 
but that proof of the absence of the con- 
demned purpose does not necessarily follow 
from affirmative evidence of a reasonable 
business need for the accumulations: “There 
is nothing in Section 102 either before or 
after the 1955 amendment which makes the 
entire case turn on the unreasonableness of 
the accumulation as related to business need 

if there is no proof by respondent 
[Commissioner] of the unreasonableness of 
the accumulation as regards business need 
and there is no other evidence, petitioner 
must still fail because the burden of prooi 
of facts sufficient to show the error of re- 
spondent’s determination is basically upon 
it as to all corporate proceedings.” This 
case involves Sec. 102 of the 1939 Code; 
whether a similar ruling would be justified 
under the 1954 Act has been questioned. 
See Weithorn, work cited at footnote 57. 
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The statutes and regulations should 
be carefully examined by the tax ad- 
viser, and periodic reviews of the cor- 
poration’s fiscal situation in this frame 
of reference is a “must.” °° 


The tax brackets of the stockholders 
as well as the availability of a Sub- 
chapter S election, where applicable, 
and the timing of its use, if exercised, 
may become important factors in cor- 
porate management’s decision whether 
to distribute earnings to shareholders 
on a reasonable basis and thus not 
run the risk of incurring the accu- 
mulated earnings tax; not to dis- 
tribute profits and earnings even if 
the accumulated earnings tax may 
be imposed ; or not to distribute earnings 
until the point is reached where the 
accumulated earnings tax becomes a 
substantial risk and only then to ex- 
ercise the Subchapter S election with 
resultant income treatment to the 
stockholders, but thus avoiding the 
accumulated earnings tax on the cor- 
poration itself. The author of an 
excellent article,** in order to illus- 


trate management’s alternative pos- 
sibilities where the corporation has 
available a Subchapter S election, as- 
sumes the following facts: 


that the annual pre-tax 
earnings of Corporation X are about 
$100,000 and that its stock is wholly 
owned by Mr. Y, a married individual 
with taxable income (exclusive of the 
earnings of Corporation X) of about 


We must, of course, reckon with Mr. 

Khrushchev's threat of economic war 
[But] if we adopt reckless 

government spending to force up our 

. . « GNP, we could find that we have 

paid a stiff price through inflation, 

budget deficits, and growing debt, 

in addition to having sacrificed our 

traditional freedoms. 

—Maurice H. Stans, director, 

Bureau of the Budget. 


$40,000. Assume further that any 
earnings retained by the Corporation 
during the current taxable year clearly 
would exceed the reasonable needs 
of the business and, therefore, be sub- 
ject to an accumulated earnings tax. 

“On the basis of these facts Cor- 
poration X could (1) pay tax at the 
corporate level and distribute the 
corporation’s post-tax earnings to its 
stockholder as a dividend, (2) pay 
tax at the corporate level and accu- 
mulate the post-tax balance, even at 
the expense of an accumulated earn- 
ings tax, in order to increase the 
amount realizable as a capital gain to 
the stockholder in any subsequent 
year during which either the corpo- 
ration is liquidated or its stock sold, 
or (3) elect to be taxed as a ‘small 
business corporation’ and distribute 
the entire net taxable income of the 
corporation to its stockholder free of 
corporate tax but as taxable income 
to the stockholder. The net result 
to Mr. Y of each of these plans would 
be as follows: 





” Reg. Secs. 1.531-1 and following, pro- 
mulgated as T. D. 6377, approved May 8, 
1959. 

Selected additional references are as fol- 
lows: Holzman, The Tax on Accumulated 
Earnings (Ronald Press, 1959) and “The 
Accumulated Earnings Tax,” 32 Taxes 
823 (October, 1954); Mertens, work cited 
at footnote 1, Secs. 39.01 and following; 
I. A, Dress Company, Inc. v. Commissioner, 
60-1 ustc ¥ 9204, 273 F. 2d 543 (CA-2); Well- 
man Operating Corporation, CCH Dec. 23,823, 
33 TC 162; Smoot Sand & Gravel Corpora- 
tion v. Commissioner, 60-1 ustc § 9241, 274 F. 
2d 495 (CA-4) ; Barrow Manufacturing Com- 
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pany, Inc., CCH Dec. 24,080(M), 19 TCM 
195 (1960); R. Gsell & Company, Inc., CCH 
Dec. 24,130, 34 TC —, No. 4; Rubin, work 
cited at footnote 4, at p. 224; Lourie, “Us- 
ing Closely Held Corporations for Invest- 
ment Purposes,” Proceedings of New York 
University Twelfth Annual Institute on Fed- 
eral Taxation (1954), pp. 1191, 1196; Ameri- 
can Metal Products Corporation, CCH Dec. 
24,142, 34 TC —, No. 10; The Dixie, Inc. 
v. Commissioner, 60-1 ustc § 9419, 277 F. 2d 
526 (CA-2). 

“Weithorn, work cited at footnote 57, at 
p. 324. 
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Plan (1) 


Taxable income of corporation 
Corporate tax thereon 


Less: 
Distributable to stockholder 


Less: 
dend distribution 


Net to stockholder 


as dividend 
Tax on stockholder attributable to divi- 


$100,000 
46,500 


$ 53,500 


34,440 
$ 19,060 


Plan (2) 


Taxable income of corporation 
Corporate tax thereon 


Less: 


Accumulated by 
Less: 


corporation 


Net to corporation 
Less: € 


Net to stockholder 


Accumulated earnings tax (at 272%) 


$100,000 
46,500 


53,500 
14,713 


38,787 


Capital gains tax on stockholder 4 in year 
of liquidation or stock sale 


9,697 
$ 29,090 


Plan (3) 


Taxable income of 
stockholder 
Less: 
poration distribution 


Net to stockholder 


‘The advantage of both the second 
and third alternative plans over the 
first is made fairly obvious by these 
computations. The advantage of the 
third, or ‘electing’ alternative over 
the second, or ‘accumulating’ alterna- 
tive is not so much the opportunity 
for tax saving but the fact that the 
‘net to stockholder’ is distributed cur- 
rently rather than being frozen in the 
corporation until the year of a liquida- 
tion or Of course, if the 
corporation cannot qualify to elect to 
be taxed as a ‘small business corpora- 
tion’ it would prove advantageous to 
adopt the second alternative and ac- 
cumulate instead of utilizing the first, 
alternative.” 


stock sale. 


or ‘dividend,’ 


It is perhaps easier to see now, as 
has already been pointed out, that 


704 September, 


corporation 
free of corporate tax 
Tax to stockholder 


1960 °@ 


distributable to 
$100,000 
attributable to cor- 


69,720 
$ 30,280 


one of the most attractive techniques 
for avoiding the accumulated earn- 
ings tax “trap” is to use the multiple 
corporate device where reasonably 
justified on nontax grounds and there- 
by immunize each corporation from 
the accumulated earnings tax to the 
extent of its own $100,000 exclusion. 


Winding Up Venture 


When the project has been com- 
pleted, both the developer and the in- 
vestor must take into consideration 
the tax impact of alternative courses 
which may be available for “winding 
up” the particular venture in which 
they have participated. Especially 
where the venture entity is a corpo- 
ration, there are some difficult prob- 
lems if the goal of all participants is 


TAXES —The Tax Magazine 





the withdrawing of profits with the 
least tax impact. 

Stated broadly, the basic alterna- 
tives fall into two categories: (1) 
those which involve steps other than 
the complete liquidation of the cor- 
poration and (2) those which envis- 
age its complete liquidation. 


Problems incident to withdrawing 
profits from project without com- 
pletely liquidating corporate entity.— 
(1) “Pyramiding” venture——To the 
seasoned developer and the patient in- 
vestor, “pyramiding” the venture by 
disposing of the completed project 
and then, without immediately dis- 
tributing the profits, “plowing” them 
back into expanded operations has 
considerable appeal. Additional cap- 
ital is made immediately available 
and, in many instances, it is possible 
to accomplish this without first lopping 
off an immediate tax bite. 


The tax impact is, of course, not 
thereby eliminated—only postponed. 


For the investor who can afford to 
let his profits “ride” from one venture 
to another and who has one eye 


® Similar problems, of course, may con- 
front corporate investor entities, but prob- 
ably not so acutely. 

“ Continually moving from one project to 
another should normally immunize the cor- 
porate entity from the risk of an “accumu- 
lated earnings tax.” 

* For example, the corporate-venture en- 
tity could be split into two new entities, one 
a corporation and the other a joint venture, 
a partnership or even a sole proprietorship, 
with one of the entities remaining quiescent 
while the other entity sets up the next 
project. 

© Ponder, “Problems in Dividing a Corpo- 
rate Business,” Proceedings of Marquette 
University Sixth Tax Institute (1956), p. 86; 
Pennell, “Corporate Organizations and Re- 
organizations,” 45 Illinois Law Journal 60 
(October, 1956), and “Divisive Reorganiza- 
tions and Corporate Contractions,’ 33 TAXEs 
924 (December, 1955); Lyons, “Some Prob- 
lems in Corporate Separations Under the 1954 
Code,” 12 Tax Law Review 15 (November, 
1956); Holzman, Corporate Reorganizations 
(2d Ed.) (Ronald Press, 1955); Lowrimore, 
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leveled at sound estate planning, there 
may even be the lure of an ultimate 
reduced tax bite because of a stepped- 
up basis, albeit in the hands of his 
heirs in the event of his death. 

(2) Corporate “divisive” possibilities. 
—The 1954 Internal Revenue Code 
has not obliterated time-tested oppor- 
tunities for postponing an immediate 
tax impact by resorting to various 
techniques of dividing the corporate 
venture entity into additional entities, 
which in turn may in some situations 
be either corporate or noncorporate.™ 
These “divisive” maneuvers, when 
based on intercorporate transactions, 
may take the form of spin-offs, split- 
offs or split-ups. The mechanisms 
are complex and require great care 
both in planning and execution, but 
the opportunities are available if the 
particular situation holds an attrac- 
tion for their use.® 


(3) Partial stock redemption trap.— 
If one or more of the stockholders 
wish to completely “cash out” their 
investment in the corporate entity, 
and the remaining stockholders are 
willing to allow the corporation to re- 





“How to Stay in Tax-Free Territory with 
a Divisive. Reorganization Under Section 
355,” Journal of Taxation, July, 1955, p. 8; 
Holzman, “The New Reorganization Defini- 
tion,” 33 Taxes 743 (October, 1955); Rice, 
“When Is a Liquidation Not a Liquidation 
for Federal Income Tax Purposes?” 8 Stan- 
ford Law Review 208 (March, 1956); Sams, 
“The 1954 Code: Some Corporate Division 
Problems,” American Bar Association Jour- 
nal, October, 1956, p. 946; Friedman, “Di- 
visive Corporate Reorganization Under the 
1954 Code,” 10 Tax Law Review 486 (May, 
1955); Stinson and Anthoine, work cited at 
footnote 6; Shaw, “Corporate Reorganiza- 
tions,” 5 The Arthur Young Journal 17 (April, 
1958), reprinted in Monthly Digest of Tax 
Articles, March, 1959, p. 15; Merritt, “Diffi- 
culties in Achieving Tax-Free Corporate 
Acquisitions Under New Regulations,” /Jour- 
nal of Taxation, January, 1956, p. 2; com- 
ment, “Overturning of Spin-off Regulations 
Hailed as Victory for Normal Business 
Practices,” Journal of Taxation, April, 1960, 
p. 200. 





deem their shares, the tax impact on 
the withdrawing stockholder will be 
at capital gains rates, provided he no 
longer participates in the corpora- 
tion’s business except, perhaps, as a 
creditor. On the other hand, if some 
or all of the stockholders wish to 
withdraw only a portion of their share 
of the assets of the corporation with- 
out fully liquidating the corporation, 
the partial stock redemption trap may 
come into play. 

A technique for accomplishing this 
kind of distribution of profits and/or 
investment is the redemption of a 
portion of a stockholder’s stock. The 
tax impact on him may be either at 
capital gains rates or at ordinary in- 
come rates, depending upon the nature 
of the redemption of his stock by 
the corporation. If this redemption 
is part of a bona-fide plan to contract 
the corporation’s activities, a “partial 
liquidation” of the corporation with a 
resultant capital gains treatment to 
the stockholder may be accomplished. 
However, in order to qualify for this 
type of “partial liquidation” there is a 
requirement that there must have 
preceded the partial liquidation at 
least a five-year period of an actively 
conducted “trade or business” by the 
corporation.®*® This requirement will 





*Code Sec. 346(b), Reg. Sec. 1.346-1; 
Chommie, “Section 346(a)(2): The Con- 
traction Theory,” 11 Tax Law Review 407 
(1956); comment cited at footnote 65. 

“Including that of when the “construc- 
tive” or “attributive” ownership of stock 
rules will apply. Code Sec. 302(c)(1), Reg. 
Secs. 1.302-1 and following; Code Sec. 318, 
Reg. Sec. 1.318-1. 

“Some pertinent references for further 
study are the following: Bittker, “Stock 
Redemptions and Partial Liquidations Un- 
der the Internal Revenue Code of 1954,” 9 
Stanford Law Review 13 (December, 1956); 
Silverstein, “Stockholder Gains and Losses 
on Partial Liquidation,” Proceedings of New 
York University Fourteenth Annual Institute 
on Federal Taxation (1956), p. 707; Moss, 
“How to Determine Whether Corporate 
Distributions Are ‘Essentially Equivalent to 
a Dividend, ” Journal of Taxation, February, 
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narrow the availability of partial liqui- 
dations to real estate developments of 
the nature discussed here. But if in 
fact there is only a partial redemption 
of the stock which takes the form of 
—or is in substance—a distribution 
which is “essentially equivalent to a 
dividend,” the tax impact on the stock- 
holder will be at ordinary income 
rates, since such distribution will be 
treated as a dividend. 


An understanding of the tests ap- 
plied by the Internal Revenue Service 
and the courts in determining whether 
a partial redemption of stock is in 
fact a “partial liquidation” of the cor- 
poration itself or, conversely, a dis- 
tribution “essentially equivalent to a 
dividend” necessitates dealing with 
many intricate problems beyond the 
scope of this paper.** 


However, no adviser can make an 


intelligent decision in this area with- 
out the ability to evaluate both the 
opportunities and the traps which 
may be inherent in attempting to dis- 


tribute profits to a stockholder with- 
out completely liquidating the corporate 
entity.** 

Problems incident to complete liq- 
uidation of corporate entity.—We 
have seen that the distribution of all 





1956, p. 66 (digested from 103 Pennsylvania 
Law Review 936); Windhorst, “Stock Re- 
demptions and Constructive Ownership 
Problems,” 33 TAxEs 917 (December, 1955); 
Holzman, “The Net-Economic-Effect Test,” 
38 Taxes 149 (February, 1960); Cobb v. 
Callan Court Company, 60-1 ustc § 9245, 274 
F. 2d 532 (CA-5); Fred C. Niederkrome, 
CCH Dec. 24,163(M), 19 TCM 459 (1960). 

Before the 1954 Internal Revenue Code at 
least partially closed this loophole by the 
provisions of Sec. 306, a popular device for 
permitting a stockholder to hopefully ac- 
complish a capital gains treatment on a 
redemption of some, but not all, of his hold- 
ings was the “preferred stock bail-out.” 
Presently this device would hold little ap- 
peal. Mertens, work cited at footnote 1, 
Secs. 22.71 and following; Black, “Common 
Stock and the Bail-out Section,” 38 TAxeEs 
395 (May, 1960). 
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In a free enterprise system, it is 
absolutely essential that tax laws be 
formulated to encourage—not limit 
—economic growth and expansion. 
In addition, there is a need for 
simplifying tax reporting ... . 
—Senator Alexander Wiley. 


or some of the profits from the ven- 
ture before the entity is completely 
liquidated presents serious traps. Now 
suppose that the decision is to liqui- 
date the corporation completely and 
distribute the corporation’s assets to 
its stockholders. The tax effect on 
both the corporation and the stock- 
holders must be considered. 


(1) How “dealer” status of liquidat- 
ing corporation may affect tax impact on 
it and on its shareholders —The homes 
which comprise the assets of a resi- 
dential-tract development corporation 
are held out to the general public for 
sale and are, therefore, part of the “in- 
ventory” of the corporation. There- 
fore, the sale of these homes generates 
ordinary income to the corporation. 
However, rental-producing properties, 
such as multiple apartment units and 
shopping centers, can often qualify 
for favorable capital asset tax treat- 
ment.®® 


If a corporation engages in the busi- 
ness of constructing rental-producing 
properties and sells such properties 
shortly after their completion and re- 
peats this process with a certain de- 
gree of continuity, the corporation 
will be treated as a “dealer” in rental 


properties rather than as an investor.”° 





® Code Secs. 1221, 1231. 

® See references cited at footnote 1 as to 
the “dealer” v. “investor” problem. 

™ Code Sec. 337. The capital gains tax to 
the stockholder would be based on the gain 
to him measured by the excess of the fair 
market value of the assets received from 
the liquidating corporation at the time of 
distribution over the “cost basis” of his 
stock in the corporation (Code Sec. 331). 
If the corporation sells its rental property 
to a third person and then liquidates or if 
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If it is classified as a dealer, the sale 
of such rental property either prior to, 
or in connection with, its liquidation 
will result in ordinary income to the 
corporation. On the other hand, if 
the corporation can establish its status 
as an investor and can also avoid the 
collapsible corporation traps to be dis- 
cussed below, the sale of such prop- 
erty either prior to, or in connection 
with, its liquidation will escape cor- 
porate tax entirely and be directly 
taxed to the corporation’s stockholders 
at capital gains rates, provided the 
statutory rules of a “12-month” liqui- 
dation are followed.” 


Assuming that the corporation was 
in fact a “dealer,” if it paid ordinary 
income rates on the proceeds of the 
sale of its “inventory” prior to the 
distribution of the cash to its stock- 
holders in liquidation, there would be 
no further tax to the corporation on 
this event.”* 


(2) Effect of “imstallment obliga- 
tions” constituting part of corporate 
assets at time of liquidation—Sale of 
real property may generate install- 
ment obligations which may be in the 
form of “sales contracts” or junior 
encumbrances in the nature of mort- 
gages or trust deeds. Ifa corporation 
receives installment obligations from 
sales of its assets, and can and does 
elect to report the income from such 
sales on the installment payment 
method, a portion of the corporation’s 
profits is deferred and reported for in- 
come tax purposes ratably as collec- 
tions on the installment obligations 





a third party purchases all of the stock of 
the corporation directly from the stockhold- 
ers, the tax impact to both the corporation 
and the stockholders is identical, provided 
that there is compliance with this statute. 
The so-called “one month” liquidation pro- 
vided for in Code Sec. 333, which in effect 
postpones a portion of the immediate tax 
impact on the stockholders, has but a limited 
application and would not be widely used 
in our area of concern. 
® Code Secs. 311(a), 336. 
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are made. Almost any disposition of 
these installment obligations, includ- 
ing distribution to stockholders in 
liquidation, will accelerate this “de- 
ferred profit” to the corporation. The 
taxable gain to the corporation will 
be based on the difference between 
the fair market value of the install- 
ment obligations and the “cost” basis 
of these obligations to the corpora- 
tion.”® If the installment obligations 
are sold to third parties, the selling 
price will usually be determinative of 
their fair market value. If the install- 
ment obligations are distributed to 
the stockholders, the valuation will be 
their fair market value at the time of 
distribution. 

This tax “bite” to the corporation 
is in addition to the liquidation tax to 
the stockholder. Where he receives 
installment obligations in liquidations 
he is still taxed at capital gains rates. 
In determining the dollar amount of 
such gain, the same “fair market value” 
figure which forms the basis for deter- 
mining the tax impact to the corpora- 
tion is normally used to determine the 
additional tax impact to the stock- 
holder. If the fair market value of 
the installment obligation is less than 
value and the stockholder 
eventually collects an amount in ex- 
such fair market value, this 


its face 


cess of 


excess will be taxed to him at ordi- 





’ 


® Code Sec. 453(d). The “cost basis” to 
the corporation is the difference between 
the face value of the installment obligations 
and the “deferred profit.” If the deferred 
profit of a corporation is very substantial, 
this fact alone may be a practical deterrent 
to initiating a liquidation program. If this 
problem is anticipated at the beginning of 
the real estate development, the tax adviser 
should consider reporting such sales on the 
deferred payment method. Whereas under 
the installment method profits are reported 
ratably as they are collected, under the de- 
ferred payment method the installment obli- 
gations are valued at their fair market value, 
and only the difference between their face 
value and such fair market value is entitled 
to a tax postponement. In the usual situa- 
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nary income rates.* However, if the 
payments to him on the installment 
obligation stretch over a period of 
years, the tax impact may not be 
onerous.”® 


However, if a corporation distributes 
to its stockholders in liquidation in- 
stallment obligations which were ac- 
quired by the corporation after it 
adopted a plan of liquidation under 
Code Section 337 and which were not 
acquired in connection with the sale 
of its “inventory,” the acceleration of 
income provisions discussed above 
will not apply. As a practical matter 
this “exception” has application lim- 
ited only to where installment obliga- 
tions are generated by the “investor” 
corporation upon sale of its capital 
assets during the course of a 12-month 
liquidation. 


(3) “Collapsible” corporation trap.— 
In the normal situation a corporation 
pays ordinary income tax on its oper- 
ating profits; upon its liquidation or 
a sale of its stock by a stockholder, 
he pays an additional capital gains 
tax on his share of the same profits 
(less the ordinary income tax which 
the corporation has paid). A device 
to avoid this “double tax” by “col- 
lapsing” or “liquidating” a corpora- 
tion immediately prior to the time 
profits from its venture were realized 
was initially extensively used by the 


tion, the deferred payment method results 
in a higher initial tax impact to the corpora- 
tion. However, if liquidation is contemplated, 
a substantial over-all tax saving can often 
be accomplished by use of this method, 
which can prevent a “bunching” of income 
to the corporation in the year of liquidation. 

™* Campagna v. U. S., @-1 ustc J 9140, 179 
F. Supp. 140 (DC N. Y.). 

* Rewrite bulletin, “Corporate Notes Dis- 
tributed in Liquidation: Effect of Market 
Value on Gain to Stockholders,” CCH 
STANDARD FEepERAL TAx Reports (1956 Ed.), 
{ 10,928; Greenfield, “Real Estate Financ- 
ing, etc.,” Proceedings of Tulane University 
Fourteenth Annual Tax Institute (1955), pp. 
411, 419. 
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movie industry, but was quickly picked 
up by real estate developers. 


This tax avoidance “gimmick” as 
applied to a residential tract develop- 
ment, for example, generally was 
worked as follows: The corporation 
would completely develop a tract of 
homes ; immediately prior to the time 
they were ready for sale to the public, 
the corporation would be liquidated 
and the homes themselves would be 
distributed to the stockholders in liq- 
uidation. The fair market value of 
these homes at the time of liquidation 
approximately equaled their intended 
selling price less selling expenses. 
The stockholders would report a cap- 
ital gain upon the liquidation of the 
corporation, measured by the differ- 
ence between the fair market value of 
the homes they received in liquidation 
and their cost basis in the corporate 
stock. The corporation would pay no 
tax, since it had not sold any homes 
and had not realized any profit. The 
stockholders would then turn around 
and sell these homes to the public at 
little or no profit, since their cost 
basis for these homes already reflected 
the selling price. The net effect was 
to convert all the profits from the ven- 
ture into a capital gain at the stock- 
holder level and to completely avoid 
any corporate income tax. 


Beginning in 1950, and continuously 
through 1951, 1954 and 1958, Con- 
gress struggled to develop a taxing 
plan which would close, or at least 
narrow, this available loophole for 
avoiding the normal corporate tax on 
earnings, while at the same time af- 
fording capital gain tax treatment to 
stockholders on liquidation of the cor- 
porate entity where such treatment 
remains the fair thing to do. The re- 
sult of this Congressional effort (pre- 
sumably aided and abetted by Treasury 
assistance) has been a horrendous 
conglomerate of confusing, conflict- 


* Code Sec. 341(c)(1)(A)-(B). 
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ing, and sometimes utterly inex- 
plicable provisions which defy intelligent 
evaluation not only on the part of 
taxpayers and their often ungifted tax 
advisers, but by undeniably astute tax 
experts. 

No more than a capsule treatment 
will be attempted here, to serve only 
as a caution and as an incentive for 
further study by the brave and the 
venturesome: 


There has been created a statutory 
presumption that the corporation is 
collapsible if at the time of liquidation 
(1) the fair market value of its “Sec. 
341 assets” is 50 per cent or more of 
the fair market value of the total as- 
sets of the corporation and (2) the 
fair market value of its “Sec. 341 
assets” is 120 per cent or more of the 
adjusted basis of these “Sec. 341 
assets.” 

The “Sec. 341 assets” spoken of are 
essentially the following: property 
which is (1) stock in trade of the cor- 
poration or of a kind which would 
properly be included in its inventory, 
(2) property held by the corporation 
primarily for sale to customers in the 
ordinary course of its trade or busi- 
ness, (3) unrealized receivables or 
fees (with qualifications) or (4) real 
or depreciable property used in the 
trade or business which has been used 
to manufacture, construct, produce or 
sell property described in items (1) 
and (2) above.” 

If the corporate entity is deter- 
mined to be “collapsible,” the gains 
to the stockholders on distribution of 
the liquidating assets or upon the 
sale by the stockholder of his stock 
will be taxed at ordinary income rates 
and not at capital gains rates, which 
would be the normal situation. 


If the corporate entity is determined 
to be “collapsible,” the favorable 
treatment of a “12-month” liquidation 
under Code Section 337 is not avail- 


™ Code Sec. 341(b) (3). 
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able to the corporation and its stock- 
holders. 


The following would seem to be the 
principal situations where the “col- 
lapsible” provisions either would not 
apply to the corporation or, regard- 
less, would not adversely affect the 
stockholder in liquidation: 


(1) Where a “substantial” portion 
of what could be earned as income 
from the “Sec. 341 assets” has in fact 
been earned by the corporation and 
the corporate tax has been incurred 
on these earnings.*® 

(2) Where a_ stockholder holds 
5 per cent or less of the outstanding 
stock of the corporation after the “at- 
tribution” or “related persons” tests 
have been applied.” 

(3) Where less than 70 per cent of 
the gain to the corporation would be 
attributable to “Sec. 341 assets” or, 
conversely, where 30 per cent of the 
gain would be attributable to the sale 
or distribution of assets other than 
“Sec. 341 assets.” *° 


(4) Where the property in ques- 
tion which would otherwise be labeled 
as being “Sec. 341 assets” has been 


held by the corporation for more than 
three years following the completion 
of its manufacture, construction or 
purchase.* 


(5) Where the “Sec. 341 assets” 
have been distributed in liquidation 
before the three-year holding period 
but where some pervasive reason 
other than avoidance of the corpora- 
tion tax on a substantial portion of its 
earnings is found to exist.®” 

(6) Where a “Sec. 341(e)” situa- 
tion applies.** 


(7) Where a Subchapter S election 
is properly exercised.™* 


In summary, while the “collapsible” 
corporation provisions, even as amended 
by the 1958 Revenue Act, still remain 
a wilderness of confusion and a trap 
for the unwary, there are still oppor- 
tunities available for avoiding the ad- 
verse impact on shareholders if carefully 
handled.*® 


Conclusion 


It should be clear that in this area 
of substantial real estate develop- 
ments where large sums of money are 

(Continued on page 720) 





*® Code Sec. 341(b)(1)(A). 

® Code Sec. 341(d) (1). 

* Code Sec. 341(d)(2). Both here and in 
the 5 per cent ownership test, the meeting 
of these tests does not make the liquidation 
any less that of a “collapsible” corporation, 
but means only that as to the specific stock- 
holder, he may take a capital gain on his 
increment. 

* Code Sec. 341(d) (3). 

"Charles J. Riley, CCH Dec. 23,992, 33 
TC —, No. 69 (opinion withdrawn). 

“This is a 1958 amendment (Friedman 
and Silbert, “Collapsible Corporations in 
1958,” Proceedings of New York University 
Seventeenth Annual Institute on Federal Taxa- 
tion (1959), p. 665). 

“ See rewrite bulletin cited at footnote 20. 

* For additional references see: Anthoine, 
“Recent Developments in Collapsible Cor- 
porations,” Proceedings of New York Um- 
versity Fourteenth Annual Institute on Federal 
Taxation (1956), p. 761; note, “ ‘Collapsible’ 
Corporations—Application to Real Estate 
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Transactions,” 15 Tax Law Review 121 (No- 
vember, 1959); Mertens, work cited at foot- 
note 1, Sec. 22.57; Modrall, ‘Collapsible 
Corporations and Subsection (e),” 37 TAXES 
895 (October, 1959); Charles J. Riley, cited 
at footnote 82; 688 East Avenue v. U. S., 
59-2 ustc 7 9704 (DC N. Y.); Ellsworth J. 
Sterner, CCH Dec. 23,735, 32 TC —, No. 
106; Harlan O. Carlson, cited at footnote 1; 
Payne v. Commissioner, 59-2 ustc J 9553, 268 
F. 2d 617 (CA-5); Spangler v. Commissioner, 
60-1 ustc J 9424 (CA-4); G. A. Heft, CCH 
Dec. 24,141, 34 TC —, No. 9. 

Related problems arise in the area of 
“collapsible” partnerships. For references 
see: Axelrad, “Tax Advantages and Pitfalls 
in Collapsible Corporations and Partner- 
ships,” 34 Taxes 841 (December, 1956); 
Phillips, “The Collapsible Partnership De- 
vice and Partnership Distributions,” Pro- 
ceedings of New York University Fourteenth 
Annual Institute on Federal Taxation (1956), 
p. 1007. 
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Nonmonetary Fringe Benefits 
for Corporate Executives 


By WILLIAM K. TRAYNOR 


The important thing is the nature of the expense. The degree 
of luxuriousness or frugality makes no difference; the question 
is whether the expense is personal rather than business. 

The author is a certified public accountant and 

partner, Arthur Young & Company, Chicago, Illinois. 


¢¢ TF YOU WOULD CONVERSE WITH ME, define your terms,” 

said Francois Voltaire, the eighteenth century French philoso- 
pher, unwittingly providing a most appropriate starting point for any 
consideration of executive fringe benefits. 


If ever a subject needed to be clearly defined at the outset, this 
one does. The expression “fringe benefit” is commonly used in con- 
nection with federal taxes and the employer-employee relationship 
today, but apparently with a wide range of meanings. 


According to one popular interpretation, a typical fringe benefit 
could be an arrangement under which a corporate employer might 
pay for and deduct as a business expense the rental cost of a sport 
coupé for the personal use of the president’s wife or daughter or the 
cost of an expensive hunting trip—in search of Rocky Mountain sheep 
or some equally elusive quarry—by the president and a few close 
personal friends from his club. The popular concept, of course, is 
that fringe benefits of this kind are not taxable income to the affected 
employee. 


While most readers will appreciate the humor (or tragedy) in 
these examples, some few may be reading this article in the expecta- 
tion that they will learn in detail just how to work out arrangements 
of this kind. 


Such arrangements are simply not “fringe benefits,” at least not 
in the sense of the word which concerns us as students of the prin- 
ciples of taxation. Rather, they are abuses in the travel and enter- 
tainment expense area which border on tax evasion, and may well 
result, for practitioners who prepare returns with such deductions, 
in the loss of their privilege of practice before the Treasury Depart- 
ment and the assertion against both those practitioners and the tax- 
payers who claim the deductions of criminal as well as civil penalties 
for fraudulent procedures. 
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Nor can taxpayers today derive 
much comfort from the concept— 
often expressed as justification for 
claiming personal expenses as busi- 
ness deductions on corporate or per- 
sonal returns—that “everybody is 
doing it” or (dignifying the practice 
with a certain atmosphere of social 
respectability) that “everybody we 
know is doing it.” In a recent dis- 
trict court case, U. S. v. Bridell et al., 
60-1 ustc $9199, 180 F. Supp. 268 
(DC IIlL.), a corporation and its officers 
were found not guilty of fraud where 
such practices were involved, but the 
court’s opinion contained these signifi- 
cant statements: 

“In resolving this question, I have 
taken into consideration the fact that 
the law is more clearly delineated 
today, as to the offense charged, than 
it was during the years in question. 

I have also taken judicial notice 
of the general practice on the part 
of corporations, particularly during 
the years in question here, pertaining 
to business deductions for business 
entertainment. That practice is now, 
as counsel are aware, being corrected 
by the Internal Revenue Service.” 

The implication of these words, 
with respect to future years, becomes 
even more significant when it is recog- 
nized that they were written before 
the issuance of the Treasury’s most 
recent pronouncements on the subject 
of travel and entertainment expense, 


T. I. R. 198 and T. I. R. 221. 


Up to this point, whatever progress 
we have made toward defining fringe 
benefits has consisted of explaining 
what they are not. Let us attempt, 
then, to frame a positive definition. 
May I suggest this one? A “fringe 
benefit” is an arrangement under 
which an employer makes an expendi- 
ture, deductible for federal tax pur- 
poses and conveying an economic or 
psychological benefit to an employee, 
without the incidence of taxable in- 
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come to that employee, where such 
expenditure would not be deductible 
by the employee if made directly by 
him. Under this definition, it will be 
readily apparent that travel and en- 
tertainment expenditures generally are 
not fringe benefits, in the sense of our 
definition at least, since in pure theory 
any travel and entertainment item 
which is a proper deduction for a 
corporate employer would be equally 
proper for the employee if paid by 
him (except where the employee had 
recourse against the employer but 
failed to use it) and, conversely, a 
travel and entertainment expenditure 
which is not a proper deduction when 
paid by the employee should be no 
more allowable when paid by the 
employer. 

At this point it may appear that we 
are about to find ourselves in the 
position of the witness in the country 
courtroom who, after being required 
to swear to tell the truth, the whole 
truth and nothing but the truth, and 
then being asked to describe in his 
own words the event he had witnessed, 
stated that in view of all the restric- 
tions which had been imposed upon 
him he really did not have anything 
to say. /s there any such thing as a 
fringe benefit which meets the rigid 
standards we have just agreed upon? 


Yes, there are certain bona-fide fringe 
benefits, limited in number, the cost 
of which is deductible by employers, 
nontaxable to employees and non- 
deductible if paid for by the employees 
themselves. These fall into four prin- 
cipal categories : 

(1) Bargain purchases, including 
options and discounts. 


(2) Insurance arrangements, in- 
cluding group life, split-dollar, and 
hospital and medical coverage. 


(3) Tax-free savings opportunities 
associated with qualified pension and 
profit-sharing plans. 
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(4) Job frills, which can be of a 
number of.different types, as we shall 
see in due course. 


Bargain Purchases 


It is well settled that ordinarily a 
bargain purchase of property does not 
result in taxable income. The courts 
have generally restrained the Com- 
missioner from finding income even 
in such circumstances as the purchase 
of a home at less than cost from a 
contractor who hoped to obtain future 
business (Fred Pellar, CCH Dec. 
21,347, 25 TC 299), the purchase of 
a partner’s interest for less than 
book value (Helen Davis, CCH Dec. 
17,573(M), 9 TCM 263) or the pur- 
chase, by individuals not previously 
owning or working for a corporation, 
of stock offered at less than market 
value to enlist their interest and sup- 
port (Edward Eagan, CCH Dec. 
19,830(M), 12 TCM 876). But the 
general rule is to the contrary when 
an employer-employee relationship 
exists. Section 1.61-2(d)(2) of the 
regulation states that.except as other- 
wise provided in Section 421 and regu- 
lations thereunder (which relate to 
employee stock options), if property 
is transferred by an employer to an 
employee for less than fair market 
value, the difference between the 
amounts paid and the fair market 
value at the time of the transfer is 
compensation, includable in the em- 
ployee’s gross income. 

So it is clear, from the exception 
stated in the regulation, that there is 
at least one type of bargain purchase 
which an employee can make from 
his employer without taxable com- 
pensation resulting. This is any pur- 
chase to which Section 421, or the 
regulations thereunder, applies. Of 
course, under Section 421 of the Code, 
employees generally do not realize 
income from the exercise of a re- 
stricted stock option—that is, an option 
to buy stock of the employer where 
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the option price is 85 per cent or more 
of the fair market value of the stock 
at the time the option is granted and 
where the employee does not sell the 
stock within two years from the date 
of granting or six months from the 
date of exercise. 

Because these provisions are well 
known, let us pass by them without 
further comment, except to note in 
passing that the Treasury recently 
approved the use of a “put” as a device 
for eliminating some of the risk in the 
exercise of a restricted option (Rev. 
Rul. 59-242, I. R. B. 1959-29, 13). By 
purchasing a “put’—which is essen- 
tially a right to sell at current market 
price the number of shares covered 
by the exercised option—on the date 
of exercise, the optionee assures him- 
self a gain at least equal to the dif- 
fence between-his cost and the market 
value of the stock at the time of exer- 
cise, regardless of the market action 
of the stock during the period of six 
months or more before he can sell it 
under the provisions of Section 421. 
An interesting aspect of this ruling is 
its frank recognition of the “com- 
pensatory” element in restricted stock 
options, as distinguished from the 
“proprietary” concept which was gen- 
erally the motive stressed by tax- 
payers in pre-LoBue days. 


It may not be generally realized 
that the regulation under Section 421 
now contains a very broad provision 
(Section 1.421-6, adopted in final form 
on September 22, 1959) covering all 
employee options which are not re- 
stricted stock options. Under this 
regulation (and note that it broadly 
covers any option to purchase any 
property granted by anybody to any- 
body, just so the granting is in con- 
nection with the employment of an 
employee by an employer) compensa- 
tion is not realized by the optionee 
until he has an unconditional right to 
receive the property subject to the 
option, and compensation is not real- 
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ized even at that time if the optioned 
property is subject to any restriction 
having a significant effect upon its 
value, 

At this point we encounter a prob- 
lem in semantics. In considering Sec- 
tion 1.421-6, two separate meanings 
of the word “restricted” must be kept 
clearly in mind. The first is the sense 
in which it appears in Code Section 
421, referring to an option which meets 
a number of requirements laid down 
in the statute. The second is the 
more ordinary use of the word, mean- 
ing any condition or limitation which 
attaches by agreement to the exercise 
of any option other than a statutory 
restricted stock option or to the enjoy- 
ment or disposition of any property 
acquired thereunder. And what Sec- 
tion 1.421-6 says in brief is that if a 
nonrestricted option contains enough 
restrictions, the incidence of tax in 
connection with its exercise can be 
delayed, with much the same tax 
result to the optionee as if he had 
been granted a statutory restricted 
stock option. 


This portion of the regulation, with 
the accompanying change in Section 
1.61-2(d)(5) relating to sale of prop- 
erty to employees without the grant- 
ing of options, was presumably in- 
tended to close a loophole opened by 
a pair of old Tax Court decisions 
(Robert Lehman, CCH Dec. 18,576, 17 
TC 652, and Harold H. Kuchman, 
CCH Dec. 18,934, 18 TC 154) under 
which it appeared that an employee 
who bought stock from his employer 
at a bargain price, but subject to re- 
strictions which impaired its market- 
ability, realized no compensation 
income either when he bought the 
stock or when the restrictions later 
lapsed. While the new regulation 
may have succeeded in closing this 
loophole, it appears to have left us 
with several interesting new concepts. 


For example, your corporate em- 
ployer might grant you an option 
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today to buy stock for current market 
value, with delivery of the stock to 
be made upon payment, If you an- 
nounce your intention immediately to 
exercise the option, there should be 
no taxable income under the regu- 
lation since you now have an uncon- 
ditional right to receive the property, 
but the option price is the same as 
current market value. However, you 
do not pay for the stock or receive 
it until there has been a substantial 
increase in value. It appears that 
there should be no taxable compensa- 
tion when the stock is finally paid for 
and received, since the taxable event 
in this case is not the receipt of 
the stock but the earlier exercise of the 
option. Of course if the value of the 
stock does not rise, the reluctant 
optionee might eventually be com- 
pelled to exercise by an unsympathetic 
employer or outside stockholder. But 
this may not be a problem in a typical 
closely held situation. 


Or consider this other possibility. 
A corporation grants a top executive 
an option to buy its stock, currently 
worth $100 a share, for only $5 a 
share. This offer is subject to the re- 
striction that he may not sell the 
stock at any time without first offer- 
ing it back to his employer for the 
price he paid for it. Under these con- 
ditions he can enjoy the ownership 
of the stock, voting. privileges, divi- 
dends, etc., for his entire lifetime 
without incurring taxable compensa- 
tion income even though he has made 
a bargain purchase, at a cost less, 
perhaps, than one year’s dividends. 


One further useful feature of this 
regulation may be its applicability to 
closely held stock situations where 
restricted stock options have been con- 
sidered risky because of the difficulty 
of complying with the 85 and 95 per 
cent of market value requirements in 
the absence of a clearly ascertainable 
market price for the stock. The tax 
penalty which otherwise would hang 
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over the head of the optionee can per- 
haps be averted by coupling with a 
restricted stock option a further re- 
striction having a significant effect on 
its value; so that if a revenue agent 
feels inclined to contend that the option 
price just misses being 85 per cent of 
market value, it can be pointed out 
to him that such an assertion will do 
him little or no good, since, in any 
event, the restriction prevents any 
foreseeable incidence of taxable com- 
pensation. Faced by this fact, and 
conceding a bona-fide intention on the 
part of the employer and employee to 
have the option price exceed 85 or 
95 per cent of market value, perhaps 
the revenue agent accepts the option 
as a restricted stock option under Sec- 
tion 421, although he might not have 
done so in the absence of the special 
restriction. Once the option has been 
recognized as a qualifying restricted 
option, possibly the employer can let 
the restriction lapse subsequently. 
Or, as another possibility, the restric- 
tion can be made to lapse on the death 
of the optionee, leaving the stock 
without restrictions in the hands of 
his heirs. By the time either of these 
events occurs, the Commissioner may 
not be inclined to go back and ques- 
tion whether the option was a qualify- 
ing restricted stock option when issued. 


Bargain purchases outside the option 
area are also interesting for their pos- 
sible tax effect. The regulation pre- 
viously cited, Section 1.61-2(d)(2), 
appears on its face to contemplate 
no exceptions to the rule that com- 
pensation unavoidably results from 
any sale to an employee for a price 
below market. Yet, there are some 
grounds for surmising that the Treas- 
ury Department does not intend this 
rule to be applied too literally. For 
instance, Section 31.3401 of the with- 
holding regulation provides that “ordi- 
nary facilities or privileges (such as 

so called ‘courtesy’ discounts 
on purchases) furnished or offered by 


Fringe Benefits 


an employer to his employees gen- 
erally, are not considered as wages 
subject to withholding if such i 
privileges are of relatively small value 
and are offered or furnished by the 
employer merely as a means of pro- 
moting the health, good will, content- 
ment or efficiency of his employees.” 
While it is true that this regulation 
merely relates to the status of dis- 
counts or bargain purchases for wage 
and withholding purposes, it carries 
the inference that the Treasury is not 
exceedingly anxious to collect the tax 
on the economic benefit resulting 
from such discounts; if it were, would 
it not have taken the easy approach 
and required withholding? In some 
cases the discount involved can be 
substantial. For instance, it is a gen- 
eral practice for automobile companies 
to permit, and in some cases to re- 
quire, certain employees to buy a new 
model each year at a price less than 
the general market price to buyers. 
Discounts of this magnitude might 
seem a little out of kilter with the 
wording of the withholding regula- 
tion, “privileges of relatively 
small value.” Yet, there seem to be 
no instances on record in which the 
Treasury Department has asserted 
that these discounts give rise to tax- 
able income. 


Insurance Arrangements 


Since the earliest days of the in- 
come tax (L. O. 1014, 1920-2 CB 88), 
premiums paid by employers on group 
life insurance policies covering the 
lives of employees have been con- 
sidered by the Treasury Department 
not taxable income to the employees. 
In 1950, the Internal Revenue Service 
modified and clarified this broad prin- 
ciple somewhat by holding (Mim. 
6477, 1950-1 CB 16) that this exemp- 
tion did not apply to group permanent 
life insurance coverage where the em- 
ployee was acquiring a nonforfeitable 
right to paid-up insurance. But even 
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with this restriction, group insurance 
is most valuable as a fringe benefit 
for executives. Because the Revenue 
Service uses the term “group” in the 
sense in which it is used by life in- 
surance companies under state regu- 
latory law, insurance coverage can be 
provided to a group in which key 
executives play a much more prominent 
part than would be possible in other 
types of supplemental compensation, 
such as qualified pension and profit- 
sharing plans and even restricted 
stock-option plans. 


A certain amount of dismay has 
resulted from publicity recently given 
to an interpretation by an official of 
the Insurance Department of the State 
of New York—that group plans with 
disproportionately high coverage for 
a few key executives are not group 
insurance within the meaning of the 
state’s law. In many other states the 
situation is different because top limits 
in group policies are already restricted 
by law. Illinois, for instance, has a 
maximum limit of $40,000 on the group 
coverage for any one person and, in 
some even this amount is not 
easy to obtain. Also, companies sell- 
ing group insurance seem to try to 
maintain a reasonable relationship 
between the coverage of the top ex- 
ecutive members of a group and the 
average coverage of the other members. 


cases, 


Another legitimate insurance ar- 
rangement with fringe benefit effects 
for executive employees is split-dollar 
life insurance, which enjoyed a vogue 
some five years ago following its recog- 
nition by the Internal Revenue Serv- 
ice (Rev. Rul. 55-715, 1955-2 CB 263). 
The essence of these arrangements is 
that after the employee has paid the 
initial premium—borrowing to do so 


in some cases—the employer pays the 


portion of the annual premium equal 
to the increase during the year in cash 
surrender value, the employee paying 
only the remainder. The employer is 
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the beneficiary of the policy to the 
extent of the cash surrender value 
which is equal to its accumulated 
payments. The employee has the right 
to designate the beneficiary for the 
remainder. 


In the ruling in which the Internal 
Revenue Service gave its approval to 
split-dollar insurance, it characterized 
policies of this kind as the equivalent 
of an interest-free loan to the em- 
ployee. This raises the interesting 
diversionary question whether inter- 
est-free loans for other purposes, such 
as the ownership of expensive homes, 
yachts, etc., would also be considered 
free of unfavorable tax consequences 
for the executive employee. In fact, 
interest-free loans have sometimes 
been described as a fringe benefit on 
their own merit. It is here suggested 
that they should not be so regarded, 
for the following reasons: If the em- 
ployer instead of making the interest- 
free loan merely gave the employee 
additional compensation in the amount 
needed to pay the interest on the loan, 
the employee’s tax liability would be 
no different, since the additional salary 
income would be offset by an interest 
deduction. However, there is the like- 
lihood that a loan in an amount larger 
than the employee could obtain from 
an outside source, or larger than he 
can be expected to be able to repay, 
may well be objected to by the In- 
ternal Revenue Service on the grounds 
that it is something other than a bona- 
fide loan, either additional compen- 
sation or—worse—a dividend. And 
lastly, funds tied up in such arrange- 
ments would seem to increase the 
likelihood of a deficiency assessment 
under Section 531. 


Another fringe benefit, sanctioned 
by the Commissioner in his regula- 
tions, is an accident and health plan 
under which the medical expenses of 
the executive and his family are paid 
by the employer. The tax opportuni- 
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ties in such plans are probably still 
a long way from being fully appreci- 
ated by corporate executives. While 
in many cases accident and health 
plans are handled ‘through the medium 
of insurance coverage paid for by the 
employer, it is not necessary that the 
plan be insured. Insurance of this 
kind usually involves a coinsurance 
feature so that the executive em- 
ployee pays some of the cost. In a 
noninsured plan, the employer can 
pay the entire cost, and the coverage 
can be broader than that of the typi- 
cal medical insurance policy, since, 
under the regulation, payments may 
be made for any expense which would 
be deductible by an individual on his 
personal return as a medical expense, 
and on behalf of any person who 
would qualify as a dependent of the 
taxpayer. According to the regula- 
tion (Section 1.105-5), a plan need 
not cover more than one employee, 
and there can be different plans for 
different employees or classes of em- 
ployees. Thus, an especially generous 
plan, payable by the company direct, 
for one or more top executives can 
be superimposed on an insured plan 
covering all other employees. 


Contributions to Employee Plans 


Although pension and profit-shar- 
ing plans can be considered fringe 
benefits in one sense, they will not be 
covered in detail in this article be- 
cause they involve enough problems 
to deserve consideration separately. 
3ut there is one aspect of such plans 
which has recently received consider- 
able attention and which clearly quali- 
fies as a separate legitimate fringe 
benefit. This is the voluntary contri- 
bution feature which the Revenue 
Service announced last year could 
be embodied in qualified pension or 
profit-sharing plans without inter- 
fering with their qualification for fed- 
eral tax purposes (Rev. Rul. 59-185, 
1959-1 CB 86). Under this ruling, 
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plans can adopt provisions permitting 
key executives to contribute up to 
10 per cent of their annual compen- 
sation. These provisions are particu- 
larly advantageous to the executive 
because his saving efforts are ham- 
pered much more by high tax rates 
than are those of the average wage 
earner. The executives who do suc- 
ceed in accumulating funds for invest- 
ment find that much or most of their 
dividend or interest income thereon 
is taken away in taxes. By contribut- 
ing the investment funds they have 
saved to their employer’s pension or 
profit-sharing trust, they obtain the 
double advantage of (1) exemption 
from high surtax rates on the income 
from the investments and (2) ulti- 
mate capital gain tax rates applying 
to the accumulated earnings and ap- 
preciation, if arrangements are made 
for the executive to receive a lump- 
sum distribution at his retirement. 

This fringe benefit, bona fide though 
it is, is subject to the economic ob- 
jection that it is extremely difficult 
for the corporate executive to save 
as much as 10 per cent of his salary. 
This raises the interesting question 
whether executives who find such 
saving inexpedient might not be well 
advised to dip into principal to make 
the maximum 10 per cent contribu- 
tion each year. 

As long as principal consists of 
cash or which have not 
appreciated materially in value, this 
poses no problem. But suppose that 
the executive’s investments are com- 
prised entirely of common stocks, the 
values of which have doubled since 
they were purchased. Under these 
circumstances, can the employee con- 
tribute appreciated securities to the 
pension fund without incurring in- 
come tax thereon? In a district court 
decision last year (General Shoe Cor- 
poration v. U. S., 59-1 ustc J 9178 (DC 


Tenn.)), it was held that an employer 
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corporation did not realize taxable 
capital gain when it contributed ap- 
preciated property to a pension trust. 
This decision, however, is contrary to 
an opinion of the Court of Appeals 
for the Second Circuit (Jnternational 
Freighting Corporation, Inc. v. Com- 
missioner, 43-1 ustc J 9334, 135 F. 2d 
310). Moreover, it does not neces- 
sarily follow that an employee does 
not realize taxable income on the 
contribution of appreciated property 
to a qualified plan, even if the em- 
ployer does not. It could be argued 
that in contributing the property the 
employee has exchanged it for an 
interest in a future benefit giving rise 
to taxable income under Section 1001. 


On the other hand, it is also argu- 
able, particularly in cases where an 
employee contributes securities to be 
earmarked and held in the fund for 
eventual return to him, as provided for 
in Rev. Rul. 57-163, 1957-1 CB 128, 
that there has been no exchange and 
therefore can be no incidence of tax. 


Job Frills 


Job frills constitute the last, and 
in some ways the most intriguing, 
bona-fide fringe benefit area. This 
category embraces a wide variety of 
economic benefits, comforts and con- 
veniences, all of which represent satis- 
faction in one form or another to the 
executive employer, and some of which 
have a direct financial advantage that 
should not be overlooked. 


This can be illustrated by an anec- 
dote. An execrtive in the 90 per cent 
surtax bracket and his more modestly 
compensated assistant, together on a 
holiday, found themselves some six 
blocks from their destination in threat- 
ening weather. The assistant sug- 
gested that they take a cab since the 
fare would be only 75 cents. Where- 


upon the executive said, “Young man, 
it may be only 75 cents to you, but 
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it is seven dollars and a half to me 
—let’s walk.”” As this story indicates, 
high salaried executives should, and 
usually do, eventually arrive at the state 
of mind in which they recognize that 
nonreimbursable expenditures which 
come out of their after-tax income are 
relatively more costly than the price 
tag would indicate. Had this execu- 
tive been on a business mission, we 
can assume that he would have per- 
mitted himself the relative luxury of 
the taxi ride. 


Generalizing from this specific case, 
we can say that the tax-conscious 
executive will be wise to be relatively 
frugal in his nonbusiness habits and 
to satisfy his taste for ordinary and 
necessary luxury in his business ac- 
tivities. 


One example of this type of fringe 
benefit is the executive dining room. 
Section 119 excludes from gross in- 
come of an employee the value of 
meals and lodging furnished on the 
employer’s premises for the conven- 
ience of the employee. The lodging 
feature is often not attractive for obvi- 
ous reasons, but the free executive 
lunch should be feasible in almost 
every case. Applying the measuring 
stick just used in my anecdote, and 
assuming $2 a day as the cost of a 
good lunch, a free executive dining 
room arrangement is equivalent to 
about $5,000 a year in cash compen- 
sation to a corporate executive in the 
highest surtax bracket. And by mak- 
ing the surroundings and cuisine more 
elaborate, his company can give him 
a $ lunch (worth $10,000 a year in 
compensation) without diminishing 
his take-home pay. 


Other benefits which exist in this 
area are generally not covered by 
specific provisions of the law, but 
constitute fringe benefits under the 
general concept of taxation (for which 
I can offer no specific citation) that 
one is not to be taxed on the inci- 


TAXES —The Tax Magazine 





dental pleasures or satisfactions which 
arise in the course of carrying out his 
business duties. For example, consider 
the opportunities for comfortable liv- 
ing which arise in connection with 
business trips. If a corporate presi- 
dent decided that he would sleep a 
little better were he to occupy a Pull- 
man bedroom rather than be cooped 
up in a roomette or that he would 
arrive more refreshed and relaxed on 
the executive flight than on its air- 
coach equivalent, the difference in 
transportation cost would be deducti- 
ble by his company and not taxable 
to him. This same principle can be 
applied to the quality of his hotel 
accommodations and his meals while 
away from home on business. 


It is important to note that the 
benefits under consideration here are 
distinguishable from those which were 
designated at the beginning of this 
article as improper because they were 
personal in nature rather than busi- 
ness. I believe the distinction is clear. 
The important thing is the nature of 
expense; within reasonable limits the 
degree of luxuriousness should make 
no difference. If the expense is per- 
sonal rather than business, no matter 
how frugal the resulting benefit, it 
is improper from the tax standpoint. 
On the other hand, if the expense is 
business and not personal, it is a 
proper business deduction even though 
carried out on a somewhat luxurious 
scale, 


There is even a legitimate oppor- 
tunity for fringe benefit where the 
executive’s wife is involved. And note 
here again that there is no inconsist- 
ency between what I am going to pro- 
pose and what has been said earlier. 
Assume that Mrs. Executive decides 
that she would like to accompany her 
husband on a business trip to Mexico 
City. There is no assertion here that 
her presence is necessary or even 
helpful for business purposes. Conse- 
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quently, her portion of the cost will 
be paid by the executive from his per- 
sonal funds and not charged to the 
company. But as a practical matter, 
her portion of the cost will be smaller 
than might have been expected. In 
the case of transportation, by air or 
by rail, if the traveling is done on 
the right days of the week, the wife’s 
fare will be only a fraction of the 
husband’s. If the destination is near- 
by and they go by auto, the entire 
transportation cost is business ex- 
pense and the wife’s presence has not 
increased it at all. A similar principle 
applies to hotel and motel accommo- 
dations. The single occupancy rate 
for a prestige quality room in a fine 
hotel may be $25 or more a day; in 
many cases the double occupancy rate 
for the same room will be only $2 or 
$5 more. This difference is the only 
element of personal expense. Meals 


represent a little more difficult prob- 
lem, but everyone knows that it is 
customarily the executive husband 


who orders the $7 steak and the wife 
who chooses, for personal reasons, the 
$1.25 low-calorie special. And the 
moral turpitude might not be too great 
if the wife were to nibble a few bites 
of steak from the husband’s plate, 
assuming that his serving would be 
too large for him to finish even if she 
were not with him. 


Any business executive fortunate 
enough to have an efficient secretary 
assigned to him is presumably quite 
aware of the fringe benefit element 
in the value of her services. By as- 
suming responsibilities and helping 
to keep his business day properly 
organized, she greatly increases his 
job satisfaction and thereby his over- 
all happiness. Even where a secretary 
performs personal services for her ex- 
ecutive employer, in the nature of shop- 
ping missions, addressing Christmas 
cards, paying bills, keeping records 
and handling nonbusiness correspond- 
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ence, it is arguable that no element 
of taxable compensation results be- 
cause the motivation for these serv- 
ices from the company’s standpoint 
is, of course, to keep the executive 
free from minor irritations and bur- 
dens, thereby enabling him to devote 
more time and thought to his busi- 
ness responsibilities. 

Annual medical checkups for ex- 
ecutives are not only permissible but 
desirable from a business standpoint, 
and since visits to a doctor are dis- 
tasteful to many people, it would 
seem to be proper for the employer 
to surround these occasions with a 
certain amount of enjoyment. Thus, 
a congenial group of executives could 
be sent together to a clinic in a city 
away from home (to remove them 
from business distractions), and guest 
privileges could be previously arranged 
at a country club for golf or other 
types of relaxing recreation after each 
day’s tests and examinations are over. 

Another perquisite which has not 
been used as much as it could be is 
the opportunity to suggest the desig- 
nation of the recipients of charitable 
contributions by the employer com- 
pany or its foundation. Almost every 


executive is plagued by numerous re- 
quests for his charitable benevolence. 
If he is a top executive in the very 
high surtax brackets, possibly he will 
have reached his 30 per cent limit 
long before he reaches the end of the 
line of worthy applicants. If he is a 
junior executive in a lower bracket, 
his charitable impulses are probably 
restrained by the consciousness that 
even after tax a substantial part of 
the contributions he makes comes out 
of his own pocket. So, it would seem 
to be an attractive arrangement for the 
employer corporation to permit both 
high- and low-level executives to make 
suggestions for the disposition of a 
specified portion of the charitable con- 
tributions which the company intends 
to make during the year. Although the 
payment comes from the company, 
and the company consequently takes 
the expense deduction, the executive can 
advise the charity that the company 
contribution is being made because of 
his recommendation. Consequently, 
the desired recognition and prestige 
should inure to the individual execu- 
tive, with a secondary, but still worth- 
while, public relations value for the 
employer corporation. [The End] 
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involved and where the over-all tax 
impact on all participants may be the 
motivating force, both for undertak- 
ing the venture itself and for invest- 
ing in it, intelligent tax planning is a 
sine qua non. While often it is not 
practical to do so, tax advisers should 
strive to “blueprint” their tax plan- 
ning for the entire projected enter- 
prise on an ab initio, rather than on 
an ad hoc, basis. 


With full knowledge that “gim- 
mick” tax planning is a lure drawing 
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a certain type of client to a certain 
type of tax adviser, in the long run 
ingenuity, leavened with conserva- 
tism, will produce substantial tax 
savings, standing the test of scrutiny 
for all concerned, so that only the 
reckless will be unappreciative of the 
results. Finally, while the tax impact 
is of tremendous importance, it should 
never be the catalyst producing a 
course of action which has no sound 
business sense or purpose but for the 
tax considerations. [The End] 
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Redemption of Stock 
v. Installment Payment 
of Estate Taxes 

By JAMES W. WASHINGTON 


When the law offers alternatives, the tax planner must weigh the advantages and 
disadvantages of each alternative so as to make the most favorable 
choice for his client. This article is a comparison of Code Sections 303 and 6166. 


NEVITABLY when planning the liquidity requirements of the 

estate of an individual whose principal asset is stock in a closely 
held corporation, attention focuses on the possible application of Code 
Sections 303 and 6166. Both sections are intended to prevent the 
breaking up of “family” or “small” businesses where the death of a 
principal stockholder might otherwise necessitate a sale of the com- 
pany to a larger business enterprise in order to discharge the estate 
tax liability." However, while neither section removes any federal 
estate tax liability, the remedies sanctioned by the respective sections 
represent distinctly different approaches to the same problem. 


Section 303 permits the decedent’s executor or distributee, under 
certain restricted circumstances, to redeem sufficient of his stock to 
discharge death taxes and deductible administration expenses by 
removing the proceeds received from the category of a taxable divi- 
dend payment. On the other hand, under Section 6166, if certain 
requirements are met, the executor may elect to pay all or part of the 
estate tax attributable to the value of an interest in a closely held 
business in ten equal annual installments, with 4 per cent interest on 
the unpaid balance.” 


Although both provisions are designed to assist those individuals 
whose principal asset is stock in a closely held corporation to finance 
their estate tax liability without the necessity of sacrificing control 
of the business, the estate planner must consider which affords the 
greatest potential benefit. Qualification requirements naturally must 
be reviewed, and, in some instances, they will control the selection of 
one in preference to the other. However, since the qualification 
requirements are not too dissimilar, proper planning in the average 


*See H. R. Rept. 2319, 81st Cong., 2d Sess. (1950) (1950-2 CB 427) and H. R. 
Rept. 2198, 85th Cong., 2d Sess. (1958), p. 6. 

* The definition of an “interest in a closely held business” under Sec. 6166 
includes proprietorships and partnerships. However, for the purpose of this 
article, discussion is confined to its application to corporate interests in order 
to compare it with Sec. 303. 
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case can usually insure the use of the 
provision calculated to produce the 
greatest benefit. Another important 
factor in the comparison of the two 
provisions is the statutory limitations 
on their applicability. While the 
remedy provided by a particular 
section might have great appeal, 
its utilization as an estate planning 
tool may be so curtailed by rigid and 
inflexible limitations that it must 
necessarily be rejected. In addition, 
there are what might be termed 
practical limitations. There will be 
many situations which will clearly 
indicate the desirability of one provi- 
sion over the other, but, due to factors 
beyond the individual’s control, the 
use of that section may be precluded. 
In some cases these obstacles, time 
permitting, can be eliminated. In 
others, the less advantageous provi- 
sion will have to be employed or 
resort be had to other measures to 
provide the requisite liquidity to 
finance the estate tax liability. 


Comparison 
of Qualification Requirements 


Interestingly enough, the minimum 
percentage requirements for the ap- 





*Code Secs. 303(b)(2)(A) and 6166(a). 
*Code Secs. 303(b)(2)(B) and 6166(d). 
* Code Sec. 6166(c). 

*It has been suggested that serious ques- 
tions could arise concerning whether a 
small, closely held corporation is “carrying 
on a trade or business” within the purview 
of the statute in certain cases. See Rea, 
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plication of Section 303 have been 
incorporated in Section 6166. Both 
sections specify that the value of the 
decedent's interest in a single corpora- 
tion, includable in the gross estate, 
must constitute more than 35 per cent 
of the gross estate or 50 per cent of 
the taxable estate. Section 6166 is 
somewhat more lenient where the de- 
cedent owns stock in two or more 
corporations. Section 303 provides in 
such cases that the decedent must 
own 75 per cent or more of the out- 
standing stock of each corporation, 
while Section 6166 only requires own- 
ership of 50 per cent or more of such 
stock in each company, before the 
stock will be treated as single stock 
for the purposes of meeting the 35 per 
ceit and 50 per cent requirements.* 


However, Section 6166, in defining 
an interest in a closely held business, 
imposes a second requirement not to 
be found in Section 303.5 If the in- 
dividual’s business interest is stock 
in a close corporation carrying on a 
trade or business,® 20 per cent or more 
of the value of the voting stock must 
be included in his gross estate, or the 
corporation must have no more than 
ten stockholders.’ 


“Installment Payment of Estate Tax,” 107 
Journal of Accountancy 41 (1959). 

*For a discussion of this provision as 
applied to residents of community property 
states, see Krystal, “Deferred Payment of 
Estate Taxes,” 98 Trusts and Estates 1094 
(1959). 
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In view of the second requirement, 
qualification is made somewhat more 
difficult under Section 6166. Where 
the voting stock of a family corpora- 
tion has come to rest in the hands of 
the second and third generation, it 
may be so diffused that none of the 
present holders can qualify under con- 
ditions prescribed in the second re- 
quirement, although the value of their 
interests comprises the requisite per- 
centage of their gross or taxable es- 
tates. Similarly, the individual who 
has shifted the control of his company 
to the junior executives by exchang- 
ing all, or virtually all, of his voting 
shares for preferred stock is denied 
the relief provided by Section 6166, 
even though his preferred holdings 
meet the percentage requirements. 
Admittedly, in denying relief to these 
individuals, the statutory purpose is 
not violated, since the business in- 
terest in both instances has in effect 
already been broken up. Neverthe- 
less, this is not much solace in attempt- 
ing to plan their liquidity requirements. 


These same individuals, however, 
would be eligible for the redemption 
privilege afforded by Section 303 as 
long as they meet the percentage re- 
quirements. Furthermore, in applying 
these requirements, it is the combined 
value of all classes of stock which is 
considered, not just the value of the 
voting shares. Consequently, those 
individuals whose estates are com- 
posed of almost all preferred stock 
can also qualify for the benefits. 


While it is thought that, in general, 
qualification is made more difficult 
under Section 6166, the latter section 
does give the individual with an in- 
terest in two or more closely held 
businesses a better chance of qualify- 
ing for the relief provided thereunder 
by reducing the percentage of stock 
required to be owned in each corpora- 
tion from 75 per cent to 50 per cent. 


* Code Sec. 6166(c). 
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Moreover, Section 6166 states that 
an “interest in a closely held business” 
may be an interest in a proprietor- 
ship, partnership or stock in a cor- 
poration.* Thus, if an individual owns 
50 per cent or more of a partnership 
interest plus a like amount of stock 
in a closely held corporation and to- 
gether they meet the percentage re- 
quirements of Section 6166(a), he 
would qualify for the installment 
method. 


Qualification under Section 303 for 
a partial redemption, under similar 
circumstances, would be limited to 
only those business interests in two 
or more corporations, provided, of 
course, that the individual also owned 
the requisite 75 per cent of the value 
of the outstanding stock of each. 


Furthermore, assuming that the 
percentage requirements under Sec- 
tion 6166 can be met, either by owner- 
ship of stock in one corporation or 
by aggregating the value of two or 
more businesses, it would appear that 
any other business interests owned, 
even though they don’t meet the 50 
per cent requirement, are also entitled 
to the tax deferment relief. Thus, if 
stock in a closely held company 
amounted to 45 per cent of an indi- 
vidual’s gross estate and if there were 
interests in several other businesses 
which when combined equaled another 
25 per cent of the gross estate, 70 per 
cent of the entire estate tax could be 
deferred. 


Statutory Limitations 
on Application 


The exemption of the proceeds re- 
ceived under a Section 303 redemption 
from dividend treatment is limited to 
the total of (1) the estate and inherit- 
ance taxes, including any interest paid 
thereon, and (2) the amount of the 
administration expenses which are 
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allowable as deductions on the fed- 
eral estate tax return.® It was the 
intention of this section to permit the 
redemption for the purpose of making 
these payments, but the statute does 
not require the proceeds to be actually 
used for this purpose and there are no 
limitations on who must redeem, other 
than that the stock redeemed must 
be by a person receiving such stock 
from the decedent, that is, the execu- 
tor or administrator, heir, legatee, 
surviving joint tenant, surviving spouse 
and so forth.° Because of this flexi- 
bility, the section is frequently re- 
sorted to as a medium of getting funds 
out of a company at the death of a 
shareholder, even though it is not 
needed for taxes and administration 
expenses. For example, if the de- 
cedent has sufficient liquid assets to 
discharge the liability, a redemption 
may be undertaken to preserve these 
assets for the benefit of the widow or 
other family members in order to 
make them less dependent on the 
future success of the business. 


The very fact that this flexibility 
exists can present a problem if the 
stock includable in the decedent’s es- 
tate and hence eligible for redemption 
should come into possession of per- 
sons other than the executor. Stock 
held in an inter vivos trust includable 
in the decedent’s estate, stock passing 
to a surviving joint tenant or stock 
which was subject to a gift in con- 
templation of death are ways in which 
this could come about. These indi- 
viduals might attempt to beat the 
executor to the redemption, so to 
speak. If successful, the executor 
may find himself unable to redeem 
sufficient stock to take care of the 
taxes and expenses or, even worse, 
he may actually redeem stock for this 





* Note that it is not necessary to actually 
deduct the expenses on the estate tax re- 
turn, but only that they be expenses which 
if deducted would be allowable. Rev. Rul. 
56-449, 1956-2 CB 180. 
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purpose only to find he has exceeded 
the limitation, Accordingly, appro- 


priate measures should be taken in 
‘planning for the utilization of a Sec- 
tion 303 redemption to safeguard 
against this possibility. 


The limitation on the application 
of Section 6166 is considerably more 
stringent. Only that part of the fed- 
eral estate tax attributable to the in- 
clusion of the decedent’s business 
interest in the gross.estate may be 
paid in installments." This leaves 
the executor with the problem of rais- 
ing the requisite cash to discharge the 
balance of the estate tax attributable 
to the other assets, the initial install- 
ment on the tax deferred plus the in- 
terest on the unpaid balance, as well 
as the state inheritance taxes or other 
death duties and administration ex- 
penses. Section 6166 affords no relief 
for a lack of liquidity to discharge these 
other liabilities. To illustrate, if the 
federal estate tax on a gross estate 
of $800,000 were $100,000, and the 
taxable value of the decedent’s in- 
terest in a closely held corporation 
were $280,000, then only $35,000 of 
the estate tax could be paid in in- 
stallments. If the administration ex- 
penses and other death duties totaled 
an additional $30,000, this amount 
plus the remaining $65,000 of federal 
estate tax, or $95,000, would still have 
to be raised from other sources, to- 
gether with the first installment on 
the deferred liability and the 4 per 
cent interest charge on the deferred 
tax. Furthermore, while the hardship 
provisions of Section 6161 are still 
available, the chances of securing an 
extension under this section, as sub- 
sequently discussed, would be doubtful. 


Where the estate has sufficient 
liquid assets, the remaining liability 


* Regs. Sec. 1.303-2(f). 
™ Code Sec. 6166(b). 
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would have to be discharged from 
this source. Naturally this would 
deplete those assets available for the 
widow and family and make them 
partially dependent on the future 
financial success of the decedent’s 
business interest. In the case of a 
small business, this is a risky assump- 
tion, since all too frequently the suc- 
cess of the business is attributable to 
the decedent, and once he is removed, 
there is no one else to take his place. 
As if this were not trouble enough, 
it must also be remembered that the 
estate tax liability attributable to the 
decedent’s business interest must be 
paid in at least two and not more than 
ten annual installments,”* depending 
on the executor’s election. These 
payments, in most cases, will have 
to come out of the earnings of the 
business. Consequently, unless the 
earning potential of the business is 
considerable, the widow or heirs can 
count on very little from this source 
until the installments have all been 
paid. 

Therefore, if the estate does not 
have sufficient liquid assets to meet 
the remaining estate tax liability and 
administration expenses, or utiliza- 
tion of the assets would seriously 
curtail the family’s future financial 
protection, it becomes apparent that 
Section 6166, if usable at all, would 
be at best only a partial solution to 
the estate’s liquidity requirements in 
many situations. 


Termination of Privileges 

Section 6166 contains a provision 
for the acceleration of the installment 
payments under four prescribed cir- 


cumstances. Specifically, it is pro- 
vided that the extension of time for 
the payment of tax shall cease to 
apply and the remaining unpaid por- 


* Code Sec. 6166(a). 
*® Code Sec. 6166(h)(1)(A)(i). 
™ Code Sec. 6166(h) (1) (A) (ii). 
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tion will become due if (1) any in- 
stallment is not paid when due; (2) 
any undistributed income of the estate 
after the fourth taxable year is not 
applied on the unpaid portion of the 
installments; (3) there are with- 
drawals of money and other property 
from the “qualifying” business which 
equal or exceed 50 per cent of the 
value of such trade or business ;*° and 
(4) 50 per cent or more in value of a 
“qualifying” interest in a closely held 
business is sold or exchanged, or 
otherwise disposed ‘of.’* 


It can readily be seen that the two 
latter contingencies are calculated to 
prevent the estate from benefiting by 
an election where property has ceased 
to form a part of the estate; or, in the 
case of property which has passed 
directly to the heirs, it prevents them 
from divesting themselves of the 
property.” In fact, since the term 
“withdrawal” is not defined it is ap- 
parently intended to be construed in 
terms of the entire business interest. 
Consequently, dispositions by other 
shareholders unrelated to the dece- 
dent also should be taken into ac- 
count. For example, if the executor 
of an estate possessing 25 per cent of 
the stock in a closely held business 
elects to defer the estate tax under 
Section 6166, and thereafter during 
the installment period an unrelated 
surviving shareholder owning 55 per 
cent of the stock sells out his entire 
interest, any remaining installments 
on the estate’s deferred liability would 
immediately fall due because the ag- 
gregate withdrawals would have ex- 
ceeded 50 per cent of the value of the 
business. 


The acceleration provisions outlined 
above are modified somewhat where 
a Section 303 redemption is also un- 
dertaken to pay death taxes.’® It is 
provided where such a redemption 


*See H. R. Rept. 2198, 85th Cong., 2d 
Sess. (1958), p. 15. 
* Code Sec. 6166(h)(1)(B). 
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takes place, even though it represents 
a withdrawal or disposition of 50 per 
cent or more of the value of the busi- 
ness, or 50 per cent or more of the 
qualifying interest, an acceleration of 
all the installment payments will not 
take place if an amount equivalent to 
the distribution is applied to reduce 
the estate tax payments outstanding 
on or before the next installment due 
following the distribution in redemp- 
tion. It is also provided the disposi- 
tive provision does not apply to an 
exchange pursuant to a nontaxable 
reorganization, or to a distribution by 
an executor to a person entitled to 
receive such property under the de- 
cedent’s will.?’ 


The modification of the acceleration 
provisions provided for by a redemp- 
tion under Section 303 naturally leads 
to a consideration of what circum- 
stances might warrant the application 
of Section 6166 in conjunction with 
the former provision where the re- 
demption might exceed the 50 per cent 
withdrawal limitations. We have al- 
ready noted that one of the shortcom- 
ings of the installment privilege is 
that it fails to solve the problem of 
raising funds to discharge the estate 
tax liability attributable to the re- 
maining nonbusiness assets or to the 
estate’s administration expenses. In 
certain instances, the ability to redeem 
stock under Section 303, combined 
with the deferral of the estate tax 
liability attributable to the business 
interest under Section 6166, might 
provide a solution. 


For example, if the net estate tax 
liability on a gross estate of $1,000,000 
was $275,000, and the taxable value of 
the business interest is $400,000, then 
$110,000 of the tax would be payable 
in installments. However, the re- 
maining $165,000 of the estate tax 
liability, the administration expenses, 
the first installment of the deferred 


* Code Sec. 6166(h)(1)(C). 
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liability and interest on the unpaid 
balance would all have to be paid at 
the time the return is filed. If the cor- 
poration’s financial position is such 
that it is willing to redeem $200,000 
worth of the estate’s stock—50 per 
cent of the value of the interest—but 
no more, the executor could take this 
sum and apply it against the entire 
estate tax liability, and then elect to 
pay the remaining $75,000 of tax at- 
tributable to the business interest in 
installments. 


It should be observed, in connec- 
tion with the foregoing, that Section 
6166 requires that the proceeds re- 
ceived following a Section 303 re- 
demption be applied to the estate tax 
liability in an amount not less than 
the amount of money or other prop- 
erty distributed. Consequently, it 
would not be possible to apply any 
part of the sum received upon re- 
demption to defray the administration 
expenses or other death duties im- 
posed upon the estate, if it is desired 
to elect the benefits of Section 6166, 


The termination of the installment 
privilege for failure to apply the es- 
tate’s undistributable income after the 
fourth taxable year effectively cur- 
tails what might have proven to be an 
added fringe benefit where an election 
is made to defer tax. Attempts to 
prolong the administration of an es- 
tate to gain an income tax advantage 
are not new, particularly where the 
executor is also a primary beneficiary. 
The regulations promulgated under 
Section 641 state that “If the adminis- 
tration of an estate is unreasonably 
prolonged, the estate is considered 
terminated for Federal income tax 
purposes after the expiration of a rea- 
sonable period for the performance by 
the executor of all the duties of ad- 
ministration.” ** Were it not for this 
acceleration provision, it would have 
appeared that statutory sanction was 


* Regs. Sec. 1.641(b)-3(a). 
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being given to prolonged estate ad- 
ministrations where deferred payments 
are elected, since, in all probability, 
the estate would have to be kept 
under administration until the pay- 
ment of the last installment. 


However, by requiring the estate 
to apply its undistributable net in- 
come after the fourth taxable year to 
any unpaid portion of the installments, 
the income tax advantage which might 
have been gained from manipulating 
the distribution of the estate’s income 
between the beneficiaries and estate 
is eliminated. The term “undistributed 
net income” is defined as the amount 
by which an estate’s distributable net 
income exceeds the sum of (1) the 
amounts specified in Section 661 
(a)(1) and (2), that is, amounts of 
income paid to the beneficiaries; (2) 
the amount of the income taxes im- 
posed upon the estate for the taxable 
year; and (3) the amount of the es- 
tate tax plus interest thereon paid for 
the estate during the taxable year. 
These provisions permit the executor 
to make only those distributions per- 
mitted or required by the testator and 
by operation of law. 


Section 303 does not contain a simi- 
lar provision terminating the redemp- 
tion privilege upon the happening of 
any particular circumstances, although 
a redemption of stock in excess of the 
statutory limitations may result in 
dividend treatment being accorded 
the redemption proceeds received in 
excess of the permissible limit. This 
can trap the unwary where, as dis- 
cussed above, a redemption is under- 
taken independently by various persons 
who have come into possession of 
stock eligible for redemption, or, as 
discussed below, a redemption is made 
before the final estate tax audit which 
subsequently results in a value for the 
stock less than that filed in the return. 


See Roeder, “Distributions in Redemp- 
tion of Stock,” Proceedings of New York 
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Nevertheless, it is some comfort to 
know that even if the permissible limit 
is exceeded the privilege is not totally 
lost. Furthermore, in those situations 
where it is desired to redeem stock in 
excess of the statutory limitations, or 
where qualification is precluded under 
Section 303, it may be possible to 
qualify a redemption under Section 


302.*® 


Practical Considerations 


Aside from the qualification require- 
ments and statutory limitations of 
Section 303 and 6166, there are numer- 
ous practical considerations which 
should be taken into account in select- 
ing the provision best suited to the 
individual’s estate. ~ 


Section 6166.—One consideration, 
already referred to in the foregoing 
discussion concerning termination of 
the installment privilege, is that an 
election to defer tax under Section 
6166 will in all probability mean the 
estate must be kept in administration 
until payment of the final installment. 
The reason for this is that the exec- 
utor is personally liable for payment 
of the estate tax and cannot be dis- 
charged from this liability until it is 
completely paid. If the installment 
payments should be accelerated for 
any reason, the executor is still re- 
sponsible for the payment of the re- 
maining taxes due. Therefore, unless 
the executor is the residuary legatee 
and a tax clause directs that the es- 
tate tax is to be paid from the residu- 
ary estate, or an agreement is entered 
into with the distributees to indem- 
nify him should he become liable, the 
estate will have to be kept open. 


If the estate must remain in ad- 
ministration, several rather obvious 
disadvantages are apparent. Total 
distribution of the estate is suspended 
until the last installment is paid. Even 


University Fifteenth Annual Institute on Fed- 
eral ‘Taxation (1957), p. 475. 
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partial distribution in the absence of 
a tax clause would be doubtful. The 
executor in some cases may have to 
wait until the final installment before 
receiving the balance of his commis- 
sions. Furthermore, as_ previously 
noted, there would be no income tax 
advantage in keeping the estate in 
administration because the install- 
ments may be accelerated if the un- 
distributed income is not applied to 
the estate tax liability after the fourth 
year. Of course, it may be possible to 
partially mitigate the first two disad- 
vantages by proper draftsmanship and 
prior planning, if it is considered es- 
sential to utilize Section 6166 in pref- 
erence to another solution ; nevertheless, 
the problems involved in keeping the 
estate in administration are trouble- 
some and should definitely play a part 
in any consideration given to the use 
of this provision. 

Another very practical considera- 
tion, if Section 6166 is contemplated, 
is the future source of funds to meet 
In enact- 
ing this section, Congress thought 
that spreading the period for the pay- 
ment of the estate tax would make it 
possible for the tax to be paid out of 
earnings of the business.*° This is 
well and good if the business is in a 
position to pay out its earnings but it 
is not uncommon to find situations 
where this is not feasible. Moreover, 
even if the earnings are paid out, they 
may not be sufficient to meet the 
future estate tax installments, espe- 
cially when consideration is given to 
the fact that earnings are first subject 
to corporate and individual income 
taxes. 

Oddly enough, this latter criticism 
of the installment method was leveled 
in the House Ways and Means Com- 
mittee report on the enactment of 
Section 115(g)(3) of the 1939 Code, 


*H. R. Rept. 2198, 85th Cong., 2d Sess. 
(1958), p. 6. 
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the forerunner of Section 303. In 
commenting on the inadequacies of 
Section 822(a), predecessor of Section 
6161(a)(2) which permits the Com- 
missioner to extend the time for pay- 
ment of estate tax in hardship cases, 
it was observed that not only was it 
impossible for an executor to feel se- 
cure in relying upon this section, since 
an extension is completely in the 
Commissioner’s discretion, but also 
the earnings of the business paid over 
to the estate are “subject to the cor- 
porate and individual income taxes.” 
Therefore, the report observes that it 
is “only the net return remaining 
after these taxes reduced by 4 per cent 
that provides the margin out of which 
the tax may be accumulated during 
the period of postponement. Ordi- 
narily, this margin will not be suffi- 
ciently large to solve the problem at 
issue.” 

It might be noted that the discre- 
tionary extension provisions of Sec- 
tion 6161, now delegated to the district 
director, have not been altered by the 
addition of Section 6166, except that 
if the requirements of the latter sec- 
tion are met, the executor may elect 
to defer the estate tax without his 
consent. Section 6161 also permits 
the district director to extend the time 
for the payment of any installments 
under Section 6166 where such pay- 
ment would result in an undue hard- 
ship.” Furthermore, an election under 
Section 6166 will not prejudice the 
rights of an executor in hardship cases 
to obtain an extension of time under 
Section 6161 for that portion of the 
estate tax not deferred under Section 
6166. 


However, inasmuch as the hardship 
provisions of Section 6161 have in the 
past been very strictly construed, as a 
practical matter it would be difficult 
to make a showing of undue hardship 


*™See H. R. Rept. 2319, 8lst Cong., 2d 
Sess. (1950) (1950-2 CB 427). 
*Code Sec. 6161(a)(2)(B). 
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An attack on business is surefire in 
many congressional districts. 

Nothing goes over better than to 
expose special privilege which is not 
available to the ordinary citizen. 

All that Congress has to do is to 
move in and pass a bill limiting the 
right to deduct entertaining as a 
business expense, and it will be 
finished . . . . When that time comes, 
the innocent will suffer with the 

guilty. . . . It is disturbing that 
business does not put its own house in 
order while there is still time, 

that it does not speak out boldly 
against expense-account abuses. 

. . . Weare trigger-happy with 
criticism of Government, but 

reluctant when it comes to 
self-criticism.—Clarence B. Randall. 


sufficient to warrant either an exten- 
sion of time to pay installments due 
under Section 6166, or to obtain a 
deferral of the remaining portion of 
the estate tax where the executor has 
already elected to defer a part of the 
tax attributable to the business in- 
terest. The regulations promulgated 
under Section 6161 make it clear the 
term “undue hardship” is more than 
simply an inconvenience to the estate 
and a substantial loss must be de- 
monstrable.”* In view of this, it would 
not seem feasible to place too much 
reliance on the possibility of com- 
bining the application of Sections 6161 
and 6166 for planning purposes. 


Section 6166 also provides that an 
election to defer estate tax results in 
the application of the general adminis- 
trative provisions of Subtitle F just 
as though a discretionary extension 
had been granted under Section 6161." 
Among the purposes of this provision 
is to make it clear that it is within 
the delegated authority of the district 


* Regs. Sec. 20.6161-1(b). 

* Code Sec. 6166(a). 

* Control in certain instances may mean 
more than just 51 per cent of the outstand- 
ing voting stock. It is sometimes desired 
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director to require a bond under Sec- 
tion 6165 to assure the payment of the 
deferred estate tax liability. The 
bond required may be up to double 
the amount of the estate tax due. If the 
district director is concerned about 
the ability of the business to generate 
sufficient future earnings to discharge 
the estate tax liability, particularly 
where the past success of the business 
appears to have been largely depend- 
ent on the decedent, it can safely be 
assumed that in these cases the estate 
will be required to post bond. Those 
who have tried to interest bonding or 
insurance companies in underwriting 
such obligations know how difficult 
the task is. Therefore, unless the ex- 
ecutor is not only financially capable 
but also willing to post the bond, this 
requirement may also prove to be a 
source of considerable difficulty. 


Section 303.—While an election to 
defer estate tax liability under Section 
6166 involves numerous practical con- 
siderations, a decision to redeem stock 
under Section 303 presents many such 
considerations of its own. Not the 
least of these is the question of re- 
taining voting control after redemp- 
tion in those situations where the 
individual possesses only a simple 
majority of the voting stock.” Al- 
though Section 6166 has many other 
shortcomings, this factor, it might be 
noted, is not numbered among them. 
However, if a redemption is still 
deemed preferable, after weighing the 
other considerations, there are several 
solutions to the control problem. One 
approach frequently resorted to is the 
tax-free recapitalization wherein non- 
voting or preferred stock is issued and 
a redemption of these shares in place 
of voting stock is arranged. Further- 
more, while a recapitalization can 


to retain as high as 66% per cent or more 
of the stock, depending on state law, in 
order to preserve for the estate and family 
the right to merge, adjust the capital struc- 
ture or liquidate. 
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usually be better effected before the 
death of the principal stockholder, it 
can still be utilized after death by the 
executor, assuming the minority stock- 
holders do not pose too much of an 
obstacle. Section 303 sanctions a re- 
demption of new stock received in 
exchange for old stock if the latter 
was includable in determining the 
value of the gross estate, and the basis 
of the new stock is determined by 
reference to the basis of the old stock.*® 
Moreover, if the new stock received 
upon recapitalization is classified as 
Section 306 stock, a redemption of 
these shares will qualify under Sec- 
tion 303 as long as the conditions 
prescribed in the latter section are 
complied with.** 


Naturally, a very practical consid- 
eration involved in any redemption is 
the corporation’s ability to raise the 
necessary funds to redeem the stock. 
The necessity of predeath planning 
in this instance is self-evident. With- 
out such planning there can be no 
guarantee that the corporation’s finan- 
cial position will be such that it can 
successfully undertake the redemption. 
The corporation may not have suffi- 
cient funds accumulated for the pur- 
pose, or even if it does, their use 
might impair its working capital. If 
the company has been engaged in an 
expansion program and has borrowed 
heavily, it may not be able to take on 
an additional obligation without seri- 
ously impairing its credit position. 


The problem of insuring that the 
corporation will have adequate funds 
to finance the redemption may be 
formidable even during the principal 


shareholder’s lifetime. One of the 
most popular solutions to this prob- 
lem has been the use of insurance 
obtained by the corporation on the 
life of the shareholder whose stock is 
to be redeemed. However, it fre- 
quently happens that the shareholder 


* Code Sec. 303(c). 
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is uninsurable. In this case other 
arrangements must be resorted to, 
usually involving corporate borrowing 
in one form or another, unless the 
company has adequate cash reserves 
or marketable securities which are 
not essential to its operations but yet 
reasonably free from an assertion that 
they represent an unreasonable ac- 
cumulation of surplus under Section 
531. Any solution based on the cor- 
poration borrowing funds to finance 
the redemption must necessarily rely 
on the corporation’s future financial 
position at the time of the share- 
holder’s death. However, the knowl- 
edge of the existence of the potential 
obligation does allow the corporation 
to take this factor into account when 
projecting its future requirements. 
For example, the corporation can take 
care that its future financial transac- 
tions will not impair its credit stand- 
ing, or when negotiating new loans it 
will insure that these loans do not 
contain restrictive provisions which 
would make borrowing for redemption 
purposes after the shareholder’s ceath 
impossible. 


Another important consideration is 
the problem of minority interests. A 
redemption of a portion of a principal 
shareholder’s stock confers an advan- 
tage on his estate and family where 
there is no offer to redeem a similar 
percentage of the minority share- 
holder’s stock. In some states the 
consent of some or all of the share- 
holders to a redemption of a particular 
shareholder’s stock must be obtained. 
Even if there is no such requirement, 
the consent of the minority stock- 
holders is nonetheless advisable to 
forestall future difficulties with this 
group. Clearly, this is another in- 
stance reflecting the necessity of plan- 
ning before undertaking a redemption, 
rather than waiting until the death of 
the principal shareholder. 


* Regs. Sec. 1.303-2(d). 
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A question often raised in planning 
a Section 303 redemption is the ad- 
visability of utilizing a stock purchase 
agreement between the corporation 
and the shareholders. Such an arrange- 
ment would obviously be beneficial to 
the shareholders since it would assure 
them that their stock would be re- 
deemed at death. However, there are 
pitfalls to be avoided in such agreements. 


An agreement calling for a redemp- 
tion under Section 303 should not be 
confused with the more common stock 
retirement agreements which provide 
for a redemption of a shareholder’s 
entire stock interest in a corporation. 
The latter agreements generally have 
as their purpose (1) establishing a 
market for the shareholder’s stock 
where it is desired to sever all connec- 
tions with the business at death and 
(2) establishing a value for the stock 
which will govern for estate t°x pur- 
poses.** On the other hand, an agree- 
ment calling for a partial redemption 
under Section 303 usually has as its 
purpose simply the withdrawal of 
funds to discharge estate expenses 
while still retaining a substantial, if not 
a controlling, interest in the corporation. 

As a consequence, the effect of such 
agreements on the value of a share- 
holder’s entire stock interest is con- 
siderably curtailed, even if an attempt 
is made to fix the price of the stock 
subject to the agreement. However, 
the fixing of a price in an agreement 
calling for only a Section 303 redemp- 
tion, which does not control for estate 
tax purposes but because of the bind- 
ing nature of the contract requires the 
executor to sell at that figure, can 
produce some undesirable consequences. 
If the final estate tax value deter- 
mined upon audit of the return is 
higher than the price established in 
the agreement, the shareholder’s es- 
tate is faced with the prospect of 


*If such agreements are binding during 
life as well as at death, they will usually control 
for estate tax purposes. See May v. Mc- 
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selling stock at less than its estate 
tax value. If the estate tax value is 
less than that employed in the agree- 
ment, the estate might exceed the 
permissible amount of the redemption. 


To avoid these results in those 
cases where it is desired to use an 
agreement to effect a Section 303 re- 
demption, it is sometimes provided 
that the value of the stock is to be the 
same as finally determined for federal 
estate tax purposes. Since the value 
will not be ascertained until some 
time after the return is filed, appropri- 
ate provisions must be incorporated 
in the agreement postponing the re- 
demption until such time as the tax is 
finally determined. 


There are also some situations 
wherein a stock purchase agreement 
should not be used at all. If, as dis- 
cussed below, there is a question con- 
cerning the ability of the estate to 
qualify under the percentage require- 
ments of Section 303, which cannot 
be determined until a final value is 
affixed to the stock, it would not be 
advisable to enter into a redemption 
agreement. The value ultimately de- 
termined for the stock may result in 
the estate being unable to qualify for 
the privilege. If the agreement re- 
quired the estate to redeem regardless 
of this fact, then the proceeds might 
be treated as a dividend, unless saved 
by Section 302. It has been suggested 
that this result can be avoided by 
merely giving the executor an option 
to redeem. However, this is not only 
undesirable from the corporation’s 
point of view but also might be ques- 
tionable under state law. 


Subsequent Adjustments 
in Estate Valuation 


Once it has been decided to redeem 
stock under Section 303, it behooves 


Gowan, 52-1 ustc § 10,839, 194 F. 2d 396 
(CA-2), and cases cited therein; see also 
Regs. Sec. 20.2031-2(h). 
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the executor to give careful consider- 
ation to the timing of the redemption. 
Generally, the redemption must take 
place within three years and ninety 
days after the filing of the estate tax 
return.”® If it is desired to defer the 
redemption as long as possible, the 
executor should not file the return 
until the due date, 15 months after 
death; otherwise, an early filing will 
start the limitation period running, 
thereby reducing the period in which 
to effect the redemption. 


In the event of a controversy over 
the estate tax liability, a further ex- 
tension of the limitation period is 
available if a petition for redetermina- 
tion of the estate tax is filed with the 
Tax Court.*° Under these circum- 
stances, the redemption may be made 
within 60 days after the Tax Court’s 
decision becomes final.** Unfor- 
tunately, this additional extension is 
applicable only where a petition is 
filed in the Tax Court. If the execu- 
tor pays a deficiency assessment and 
then sues for a refund in the district 
court or Court of Claims, the further 
extension does not apply. 

The significance of being able to 
delay the redemption for almost four 
and one-half years after the share- 
holder’s death, aside from the further 
extension afforded upon filing a Tax 
Court petition, lies in the difficulty 
usually encountered in ascertaining 
the value of the decedent’s closely 
held stock. The final value of the 
stock for estate tax purposes depends 
upon the outcome of the audit by 
the Internal Revenue Service. If 
stock is redeemed at the time the 
return is filed, the price received by 
the executor would probably be the 
same as the value put on the stock 
in the estate tax return. A_ subse- 





* Code Sec. 303(b)(1)(A). 
” Code Sec. 303(b)(1)(B). 
Sec. 1.303-2(e) stresses that the 
additional 60-day extension applies only in 
the case of bona fide contests and will not 
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quent increase or decrease in the 
value of the stock could have serious 
repercussions. We have already ob- 
served that a similar problem is pre- 
sented where the price of the stock 
to be redeemed under Section 303 is 
fixed by agreement. If the value of 
the stock included in the gross estate 
appears to be very close to the 35 per 
cent to 50 per cent eligibility require- 
ments, obviously the redemption 
should be postponed. In this situa- 
tion, even assuming the stock value 
remains the same as filed, an increase 
in the value of the other assets of the 
estate or the inclusion therein of 
property previously thought nonin- 
cludible, might result in a failure to 
qualify under Section 303. On the 
other hand, even if it is an absolute 
certainty that a redemption will qual- 
ify under Section 303, the executor 
will want to receive a price equivalent 
to the final estate tax value to avoid 
needless questions of gain or loss or 
to prevent the redemption of more 
shares than is necessary, if the ability 
to pass a controlling interest is: an 
important factor. 


Of course, if the stock is not re- 
deemed at the time the estate tax 
return is filed, the problem is pre- 
sented as to how to raise enough 
funds to pay the taxes accompanying 
the return. Numerous solutions have 
been suggested to take care of this 
situation. The simplest is to employ 
existing liquid assets and, then, upon 
audit to redeem the amount of stock 
needed. However, in many cases one 
of the considerations dictating the use 
of the redemption is the lack of liquid 
assets. In these situations borrowing 
is most frequently resorted to to pay 
the liability and, then, after audit the 
redemption is undertaken and the 


apply where the petition is initiated solely 
for the purpose of extending the period 


within which Sec. 303 would otherwise 


be applicable. 
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loan paid off. A prerequisite for the 
application of this device is the neces- 
sity of granting the executor the right 
to borrow in the will. 


Section 6166 might offer some addi- 
tional help in connection with the 
latter solution where the tax attribu- 
table to the business interest is sub- 
stantial and there is no problem 
concerning qualification under the 
percentage tests. An election to defer 
the estate tax would reduce the 
amount of money the executor would 
have to borrow to discharge the re- 
maining estate tax liability at com- 
mercial rates. Following the audit, 
stock would be redeemed, and tte 
proceeds would be used to pay off the 
commercial loan and the remainder 
of the deferred estate tax liability. In 
the large estate, the interest differen- 
tial between a commercial loan for 
the total amount of the liability and 
4 per cent on the unpaid balance of 
the deferred tax, plus a commercial 
rate on the nondeferred liability, may 
well be significant. 


If it is desired to defer the estate 
tax liability under Section 6166 and 
there is a question whether the total 
value of the stock will meet the per- 
centage requirements, the executor 
who has to make the election is also 
confronted with a problem, Under 
the latter provision, the election must 
be made no later than the due date 
for filing the estate tax return.*? 
Should value of the stock be de- 
creased or the value of the other 
assets in the estate increased, upon 
final audit the percentage require- 
ments might not be met. In this 
event the installment privilege will 
be lost, leaving the executor the task 


of raising the previously deferred 
liability.** Thus before making the 
election to defer the tax, qualification 
under the percentage tests should be 
a virtual certainty. 


However, if an election has been 
made under Section 6166, an increase 
in the value of the stock on final 
audit will not unduly disturb the ear- 
lier election. That portion of the defi- 
ciency attributable to an increase in 
the stock’s value can be prorated to 
the installments not yet due and col- 
lected as a part of each future install- 
ment. The portion of the deficiency 
attributable to installments which 
have come due, as well as any part 
of the deficiency not within the scope 
of Section 6166, is payable upon notice 
and demand.™ 


Conclusions 


In order to take full advantage of 
Section 303, it is readily apparent 
that a considerable amount of plan- 
ning is necessary prior to the dece- 
dent’s death. However, the rewards 
for such planning are substantial. 
Money may be withdrawn from the 
company with little or no tax conse- 
quences, a feat difficult to achieve 
during the decedent’s lifetime. Ad- 
vance planning in many cases can 
assure that the requisite funds needed 
to effect the redemption will be avail- 
able without unduly burdening the 
corporation’s financial structure. Sim- 


ilarly, timely considerations can usu- 
ally prevent a loss of control following 


the redemption. The funds thus 
acquired may be used to discharge 
the decedent’s entire estate tax liabil- 
ity, plus allowable administration 





* Code Sec. 6166(a). 

* Neither Sec. 6166 nor the House com- 
mittee report specifically mentions what the 
consequences would be if it is subsequently 
determined the estate fails to meet the 
qualification requirements of subsection (a). 
The forthcoming regulations may clarify 
this question. It also might be observed 


Estate Taxes 


that interest on the total deferred liability 
may be due at the rate of 6 per cent from 
the date the election was made to the date 
the liability is discharged where the elec- 
tion is later found not to meet the require- 
ments of subsection (a) because of a change 
in value of the estate’s assets. 


* Code Sec. 6166(f). 
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expenses, or they can be employed in 
whatever manner deemed in the best 
interest of the estate or the legatees. 


The degree of predeath planning 
necessary to implement an election to 
defer tax under Section 6166 is far 
less complex. Such action is more 
personal to the estate and does not 
involve consideration of the remain- 
ing shareholders, loss of voting 
control, or depend on the corpora- 
tion’s ability to raise funds. The prin- 
cipal consideration would center 
around the ability of the estate to 
meet the percentage tests, plus the 
business interest requirement of Sec- 
tion 6166(c). Once these require- 
ments are satisfied, the election is 
available, 


However, the benefits conferred 
are not nearly as attractive as those 
afforded under Section 303. The abil- 
ity to defer only the tax attributable 
to a decedent’s business interest does 
not solve the estate’s entire liquidity 
problem. The deferred liability will 
generally have to be paid out of earn- 
ings which are subject to corporate 
and individual income taxes, with no 
assurance that the corporation will 
maintain its earning power over the 
installment period. In addition, the 


necessity of keeping the estate under 
administration for the period the 
taxes are deferred could work a real 
hardship on the shareholder’s widow 
or family where the available liquid 
assets must be used to discharge the 
undeferred taxes and expenses and 
the future earnings of the business 
are siphoned off for a number of years 
to discharge the remaining estate tax 
liability. 

Despite these drawbacks, Section 
6166 can be of value in preserving a 
business interest in certain cases. If 
there has been no prior planning to 
meet the estate’s liquidity require- 
ments or in the relatively rare situa- 
tion where lifetime planning cannot 
be of any material assistance, then it 
may be necessary to fall back on this 
provision to keep the business intact. 
In a sense, this section might be re- 
garded as a safety valve to be used 
when all else fails, and it is still 
deemed imperative to preserve the 
business interest. Although contrary 
to its intended purpose, Section 6166 
may also have other beneficial uses 
where, for example, it is desired to 
dispose of a business interest, and 
time is needed to negotiate a favor- 
able sale after the decedent’s death. 


[The End] 


NEW YORK CITY EXTENDS SLUM CLEARANCE TAX RELIEF 


The Board of Estimate of New York City has passed a bill 
granting tax relief for improvements made to eliminate sub- 
standard living conditions in multiple dwellings. The bill 
provides a tax exemption for 12 years for any increase in the 
assessed value of a class A multiple dwelling where the im- 
provements eliminate substandard living conditions. The tax 
relief also calls for an annual tax abatement on the property 
and the building, equal to 8% per cent of the reasonable cost 
of improvements, for a period up to nine years. This bill 
extends the final date for completion of such slum-clearance 
improvements to December 31, 1964. Similar tax relief was 
granted to all multiple dwelling improvements completed 
before December 31, 1959. There is some indication that this 
tax relief will be extended as long as there is need for urban 
renewal in New York City. 
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Pitfalls in 


Designating Beneficiaries 
and Using Settlement Options 


By HARRY S. REDEKER 


Mr. Redeker is general counsel for The Fidelity Mutual Life Insurance Company. 
This article, which he has brought up to date from its original 

publication in the July, 1959 issue of The Insurance Law Journal, pinpoints 
some problems which may arise under beneficiary designations 

and arrangements for distribution of life insurance policy proceeds. 


LMOST EVERY CLIENT for whom a lawyer has any responsi- 

bility concerning estate problems carries one or more life insurance 
policies. These policies are frequently with several companies. The 
policy provisions vary widely. Agents of different companies may have 
had different ideas concerning the designation of beneficiaries and 
concerning the election of optional modes of settlement for these bene- 
ficiaries. There exist innumerable beneficiary designations and settle- 
ment option agreements that contain one or more “traps,” problem 
areas or errors. In some instances the result merely may be a delay 
in payment of the policy proceeds at the death of the insured. In other 
cases, litigation may be required to determine the proper beneficiary. 
Under still other designations or settlement agreements, serious hard- 
ship may ensue because the particular settlement does not fulfill one 
or more basic needs. The proceeds may even be payable to the wrong 
beneficiaries. 


Certainly, the lawyer will spend his time profitably if he will 
examine every policy of his client, with particular emphasis on the 
beneficiary provisions and on the provisions concerning optional modes 
of settlement. This paper is designed to pinpoint a number of areas 
in which problems are likely to be discovered by one who is watching 
for them. 

Life insurance policies issued today uniformly contain provisions 
permitting the designation of a beneficiary to receive the proceeds 
payable at the insured’s death. There are additional provisions to 
the effect that the beneficiary may be changed and successively 
changed. All of these provisions will usually be found under a heading 
in the policy, such as “Beneficiary” or “Change of Beneficiary.” Too 
frequently, just one beneficiary is named when a policy is issued and 
the designation is not reviewed again for many years. 


The right to name a beneficiary, and to change a beneficiary from 
time to time, is vested in the “policy-owner.” The insured is usually the 
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owner of the policy, but there are 
many policies outstanding which were 
applied for and are owned by someone 
other than the insured, or in which 
ownership has been transferred by the 
insured since the policy has been in 
force. 


Settlement Options 
in Life and Annuity Contracts 


The knowledge of the life under- 
writer and the facilities of the agency 
field office can be of help to the lawyer 
in the proper arrangement of settle- 
ment options. Four principal settle- 
ment options * are found in life insur- 
ance policies: 


Under the interest option, policy pro- 
ceeds are retained by the company. 
The company pays interest to the 
beneficiary monthly, quarterly, semi- 
annually or annually. In many in- 
stances, withdrawal privileges are given 
to the beneficiary. The beneficiary 
may be given the right to withdraw 
the proceeds at any time he wishes, 
or his withdrawal privileges may be 
limited to a stated amount each year 
or to a total aggregate amount. 


The fixed-period option provides for 
proceeds payable periodically to liquid- 
ate principal and interest in an orderly 
fashion over a period of years—usually 
one to 30 years—at a specified rate for 
each $1,000 of proceeds. Most com- 
panies do not regard it practicable to 
give a partial commutation privilege 
to the beneficiary. Accordingly, com- 
mutation privileges, if incorporated 
in the settlement agreement, must 
usually extend to the entire remaining 
unpaid installments. 

Under the fixed-amount option, in- 
stallments of a specified amount are 
payable periodically until the pro- 


ceeds, with annual interest accretions, 
are exhausted. This option is very 
similar to the fixed-period option, but 
it affords much more flexibility. Partial 
withdrawals are usually permissible 
under company rules. The specified 
periodic installment will remain the 
same even though the proceeds are 
increased by dividend additions or 
accidental death benefits or are de- 
creased by policy loans. Increases or 
decreases in total proceeds will merely 
affect the length of time during which 
installments will be payable. If the 
policyowner wishes to effect a change 
to another settlement option at some 
future date, company rules usually 
permit it under the fixed-amount option. 


By terms of the life-income option, 
installments are payable during the 
beneficiary’s lifetime. The amount of 
each installment depends on the type 
of annuity selected, the rate of interest 
assumed, the age of the payee when 
the income commences, and the sex 
of the payee. This option is found 
principally in four different forms. 


In the case of the life annuity, install- 
ments are payable only so long as the 
payee lives, with no return of prin- 
cipal guaranteed. Because no principal 
return is guaranteed, this option pro- 
vides the largest life income. However, 
because of the substantial possibility 
of virtually complete dissipation of 
policy proceeds through early death 
of the payee in a given case, this 
option is not commonly found in poli- 
cies issued today. 


The refund annuity, provides for in- 
stallments payable as long as the 
payee lives. If, however, he or she 
dies before receiving an amount equal 
to the principal sum, the balance is 
paid to a second payee. 





* The extent to which policies of different 
companies can be synchronized will often 
depend upon company rules and practices. 
These are summarized in Settlement Options 
(New York City, Flitcraft, Inc.). See also 
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Harkness, “Trends in Insurance Settle- 
ments,” 95 Trusts and Estates 316 (1956). 

* Redeker and Reid, Life Insurance Settle- 
ment Options (Little, Brown & Company, 
1957). 
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Where there is life income with period 
certain, installments are payable as 
long as the payee lives, but should 
this payee die before receiving pay- 
ments for a specified number of “years 
(or months) certain,” the company 
will continue the installments to a 
second payee until the end of the 
“certain period” or will pay the com- 
muted value in some other specified 
way. Usually the certain period runs 
for five, ten, 15 or 20 years, with ten 
and 20 years being the most fre- 
quently used. 


The joint and survivor annuity form 
provides income for two lives—nor- 
mally for the lifetime of the insured 
and one other person. In some cases, 
payments are continued in the same 
amount to the second payee; in others, 
at the death of one payee installments 
are reduced to three fourths, two thirds 
or one half of the original amount for 
the second payee’s remaining lifetime. 
Joint and survivor annuities are nor- 
mally used at the maturity of a policy 
as an endowment or upon surrender 
of a policy for its cash value rather 
than for proceeds payable at death. 


Policies usually give to the owner 
the right to specify that proceeds shall 
be payable under one of the income 
settlement options.* The option may 
be elected by agreement between the 
policyowner and the company during 
the insured’s lifetime or by the bene- 


ficiary entitled to a lump-sum pay- 
ment at death.‘ 


Designation of Children 
as Beneficiaries 


Companies are frequently requested 
to designate children of the insured 
by naming, for example, “John Doe 
and Susie Doe, children of the in- 
sured.” Children born after the date 
of the beneficiary designation are ex- 
cluded under the wording of such a 
beneficiary clause. It is a safe pro- 
cedure to name “children of the insured, 
including John Doe and Susie Doe.” 
Such designation will gratify the per- 
sonal desires of those many insureds 
who wish to designate children by 
name. Of more importance, children 
born after the designation will be 
included even though the insured fails 
to revise the beneficiary arrangement. 


Companies are also requested to 
designate as beneficiaries “children 
born of the marriage of the insured 
and his said wife.” This phrase should 
never be used unless the insured fully 
understands its implications. By such 
designation he would exclude as bene- 
ficiaries his own children born of an 
earlier or later marriage and all chil- 
dren born to his wife by a former 
marriage. All adopted children would 
also be excluded. The request for 
payment to children born of the mar- 
riage seemingly stems from a desire 





* As to the rights of guardians and trustees 
to elect settlement options, see Kappes, 
“Are Life Insurance Policies Negotiable In- 
struments?” Proceedings of Association of 
Life Insurance Counsel, Vol. 12, pp. 389, 408 
(1955); Booth, “The Life Insurance Policy 
in the Probate Court,” Proceedings of As- 
sociation of Life Insurance Counsel, Vol. 10, 
pp. 1, 143 (1949). 

* Elections of settlement options by bene- 
ficiaries after the death of the insured, in 
which contingent beneficiaries were named 
to receive proceeds remaining with the com- 
pany at the electing beneficiary’s death, 
have been upheld as exceptions to the testa- 
mentary disposition rule even though the 
beneficiary reserved a right to withdraw the 
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proceeds at any time (Hall v. Mutual Life 
Insurance Company of New York, 1 Lire 
Cases (2d) 304, 282 App. Div. 203, 122 
N. Y. S. 2d 239, aff’d, 306 N. Y. 909, 119 


N. E. 2d 598 (1954); Mutual Benefit Life 
Insurance Company v. Ellis, 5 Lire Cases 
958, 125 F. 2d 127 (CA-2, 1942)). Similarly, 
an exception has been recognized as re- 
spects the insured’s election of the retention 
of the endowment maturity value for his 
benefit under the interest option, with a 
withdrawal privilege, and the designation 
by him of contingent payees to receive any 
proceeds remaining with the company at 
his death (Toulouse v. New York Life In- 
surance Company, 15 Lire Cases 22, 40 
Wash. 2d 538, 245 P. 2d 205 (1952)). 
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to eliminate claims by illegitimate 
children. The printed provisions of 
the beneficiary agreements prepared 
by companies today often contain 
some definition such as “ ‘child’ and 
‘children’ as used herein shall include 
both lawful and legally adopted sons 
and daughters, but not grandchildren 
or other descendants.” Such a pro- 


vision can usually be included on 
request if it is not routinely covered. 
An illegitimate child of the husband- 
insured would probably have no claim 
to the policy proceeds even without 
such express provision.° 


“Children of the insured” seems to 
be a better designation. Presumably, 
the insured will wish to include as 
beneficiaries all his children, no matter 
of which marriage they were born. 
Moreover, he will normally draw no 
distinction between adopted children 
and other children. 

If there are children by a former 
marriage of the insured’s wife, they 
must be specifically named in order 
to be included under the beneficiary 
designation. Usually this is done by 
phraseology such as “children of the 
insured, and John Smith and Mar- 
garet Smith, children of the insured’s 
wife.” 





*To entitle the child to inherit from the 
father, both case and statutory law seem to 
require acknowledgment by the father of 
the child’s paternity (Boyle, “The Designa- 
tion of Class Beneficiaries,” Proceedings, 
Legal Section, American Life Convention 
(1943), p. 122; Annotation, “What Amounts 
to Recognition Within Statutes Affecting 
the Status or Rights of Illegitimates,” 33 
A. L. R. 2d 705 (1954)). 

* Laikin, “Settlement Options and Sur- 
vivor-Purchase Agreements,” 4 Journal of 
the American Society of Chartered Life Un- 
derwriters 199 (June, 1950). Two tax cases 
have suggested the possibility that the con- 
trol by the insured over the designation of 
beneficiaries or the election of settlement 
options may result in taxation, as dividends 
to the insured stockholders, of premiums 
paid by the corporation under policies de- 
signed to fund a_ stock-retirement plan 


738 


September, 1960 @ 


Naming Correct Beneficiary 
in Business Insurance Cases 

Life insurance is frequently used to 
fund buy-and-sell agreements dispos- 
ing of closely held business interests 
at death. The essence of such a trans- 
action is that the insured agrees to 
sell his interest in the business at 
the time of his death to the purchaser 
named in the buy-and-sell agreement. 
The purchaser of that interest may 
be the partnership or corporation or 
the individual partners or shareholders 
themselves. 


The insurance is taken out to fund 
part or all of the purchase price to 
be paid for the transfer of the dece- 
dent’s business interest. However, since 
in most cases the insurance proceeds 
will be used ultimately to guarantee 
security for the decedent’s family, there 
may be a strong desire to utilize settle- 
ment options for their benefit. Various 
methods have been used to satisfy this 
desire. Some of them have created 
serious legal and other problems.*® 


One method that has been used to 
accomplish this purpose is to name 
the insured’s estate as primary bene- 
ficiary, the insured’s wife as contingent 
beneficiary, and perhaps the insured’s 
children as second contingent bene- 
ficiaries.’ The interest option with 


(Henry E. Prunier, CCH Dec. 22,327, 28 TC 
19 (1957); Sanders v. Fox, 57-2 ustc J 9794, 
149 F. Supp. 942 (Utah)). But cf. Casale v. 
Commissioner, 57-2 ustc 99920, 247 F. 2d 
440, in which the Second Circuit, reversing 
the Tax Court, said that payment of pre- 
miums by a corporation on a keyman policy 
on the life of a shareholder did not con- 
stitute dividend payments simply because 
he owned 98 per cent of the corporation’s 
stock. The Prunier case was reversed by 
the United States Court of Appeals for the 
First Circuit (Prunier v. Commissioner, 57-2 
ustc § 10,015, 248 F. 2d 818). The Sanders 
case was reversed by the Tenth Circuit 
(58-1 uste J 9415, 253 F. 2d 855). 

* There may be a question as to whether 
this arrangement results in increasing the 
cost basis of the surviving business asso- 
ciates by the amount of the insurance pro- 
ceeds. For an example of adverse tax results 
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full withdrawal privileges may be 
elected for the insured’s estate as 
primary beneficiary. If the executor 
does not withdraw the proceeds dur- 
ing a specified period such as 18 months, 
the proceeds become available for the 
succeeding beneficiaries under what- 
ever settlement arrangement is speci- 
fied. The specified preliminary period 
is designed to give the executor op- 
portunity to withdraw any proceeds 
needed to satisfy claims of creditors 
of the decedent. If such creditors are 
not satisfied, there is a danger that 
they can pursue the business interest 
in the hands of the purchasers. The 
decedent’s will in such a case should 
instruct his executor not to withdraw 
the proceeds unless other assets are 
unavailable to pay creditors. 


In some instances the attorney may 
suggest what appears to be a still 
better arrangement, that is, to name 
the purchaser of the business interest 
as primary beneficiary, with the de- 
cedent’s estate as first contingent 
beneficiary and the widow as second 
contingent beneficiary. Where the 
buy-and-sell agreement is between 
the partners or shareholders as indi- 
viduals under a “cross-purchase plan,” 
the principal purpose of naming the 
purchaser as primary beneficiary is 
to assure the purchaser of proper credit 
toward his cost basis for federal in- 
come tax purposes. Complete control 
over the proceeds should result in 
constructive receipt by the purchaser 
to increase his basis.* The interest 
option can be specified in the manner 
suggested above. However, since the 
purchaser’s withdrawal privilege is 
(Footnote 7 continued) 
when credit against basis is not obtained, 
see a partnership case, decided under former 
law: Paul Legallet, CCH Dec. 10,995, 41 BTA 
294 (1940). 

* The mechanics of this and other arrange- 
ments are shown in Specimen Agreements for 
Purchase and Sale of Business Interests at 


Death (The Fidelity Mutual Life Insurance 
Company, 1956). 
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included primarily to satisfy an income 
tax technicality, the period during 
which it may be exercised can be very 
short, such as 30 or 60 days following 
the insured’s death. The purchaser 
can actually release his interest im- 
mediately after the insured’s death. 
As soon thereafter as the executor is 
satisfied that there are no unpaid 
creditors of the decedent, he, too, can 
release the interest of the estate and 
thereby start the income arrangement 
for the insured’s family. 


Where the buy-and-sell agreement 
is between a corporation and its share- 
holders under a corporation stock- 
retirement plan, the primary purpose 
of naming the corporation as first 
beneficiary would be to remove the 
argument that was raised in the Tax 
Court in the Prunier and Sanders 
cases ® that the control by the insured 
over the designation of beneficiaries 
should result in taxation, as dividends 
to the insured shareholder, of pre- 
miums paid by the corporation. The 
question of basis does not enter the 
picture as it would in the case of a 
partnership entity purchase arrange- 
ment.’ The Internal Revenue Code 
has no provision granting sharehold- 
ers a stepped-up basis because of the 
receipt by the corporation of tax- 
exempt insurance proceeds. 


There may not be so many reasons 
to name the partnership as primary 
beneficiary in an entity purchase ar- 
rangement in which the partnership is 
named as the purchasing party. Un- 
less the partnership is so named, how- 


ever, the surviving partners may 
derive no benefit from the receipt by 


* Cited at footnote 6. 

* Code Sec. 705(a)(1)(B) provides that 
the basis of a partner’s interest shall be in- 
creased by his distributive share of “income 
of the partnership exempt from tax.” Death 
proceeds paid to the partnership under a 
properly worded entity purchase plan can 
thus be credited to the surviving partner’s 
basis—a result which follows under cross- 
purchase plans. 
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the partnership of tax-free proceeds 
of life insurance, and if they do not, 
they may not step up their interests 
in the partnership." It would seem to 
be good practice, therefore, for the 
purchasing party to be named as pri- 
mary beneficiary in all types of cases 
even though it is desired to make the 
proceeds available ultimately for the 
decedent’s family under the settle- 
ment options. 


The extent to which settlement 
options may be utilized in business 
insurance cases will depend on rules 
and practices of each particular com- 
pany and on the attitudes of lawyers 
for the parties in interest. Some law- 
yers prefer not to use settlement 
options in business insurance cases, 
although appellate court decisions 
seem to have swept away valid fears 
that formerly existed, especially in 
stock-retirement plans.” 


Testamentary Trustees 


Companies frequently are requested 
to name as primary or contingent 
beneficiary the “trustees under the 
last will and testament of the insured.” 
The client’s will is usually drafted and 
changed by his lawyer; the beneficiary 
designations under the life insurance 
policies are generally handled by the 
life underwriter. Since either the 
beneficiary designation or the will 
may be changed without reference to 
the other or without knowledge of the 
lawyer or life underwriter, respec- 
tively, such an arrangement may pose 
many problems.'* 


™ Paul Legallet, cited at footnote 7. 

" Henry E. Prunier and Sanders v, Fox, 
cited at footnote 6; Steinberg, “Funding 
Stock-Redemption Agreements with Life 
Insurance,” 35 Taxes 669 (September, 
1957). 

* Durand, 1957 Report of Committee on 
Draftsmanship: Walls and Trusts, pp. 81-82: 
Schipper, “Designating Trustee Under Will 
as Beneficiary of Insurance—Legal Prob- 
lems,” Proceedings, American Bar Associa- 
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There is danger that the insured 
may change his will and forget to 
make a change in the beneficiary 
designation that ties into provisions 
of the will. A new will may contain 
no trust provisions. Even if the new 
will names a trustee, the insured may 
no longer desire the proceeds of the 
particular policy to be payable to the 
trustees under his will. The new will 
may create several different trusts as 
compared with a single trust under 
the old will and there may be no in- 
dication as to which trust should 
receive the life insurance proceeds 
from the trustee or trustees named in 
the beneficiary designation. At the 
other extreme, the insured may re- 
voke his will and may die without a 
will. 


The trust created under the will has 
no more effect during the lifetime of 
the settlor than does the will itself. 
Its existence at death depends on pro- 
bate and enforcement of the will. 
Should the will fail to qualify for pro- 
bate or be declared invalid for any 
reason, the testamentary trust in that 
will would fail also. 


Obviously, the designation of. trus- 
tees under an insured’s will can create 
problems that will range in signifi- 
cance all the way from substantial 
delay to litigation. Such a designa- 
tion would seem unwise, as a general 
rule. Certainly, it should not be made 
without careful study by the insured’s 
attorney. In most instances as much 
can be accomplished by naming the 
insured’s estate as direct beneficiary ** 
or by creating an unfunded life insur- 


tion Section of Real Property, Probate and 
Trust Law (1955), p.'57; Lawthers, “Desig- 
nating Trustee Under Will as Beneficiary 
of Insurance—Home Office Problems,” Pro- 
ceedings, American Bar Association Section of 
Real Property, Probate and Trust Law (1955), 
p. 67. 

* The testamentary-trustee designation seems 
to attract state inheritance taxes (Jn re 
Myers’ Estate, 309 Pa. 556, 164 A. 611 
(1933)) as well as the claims of creditors 
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ance trust, during the insured’s life- 
time, under which the trustee is 
named as beneficiary of the life insur- 
ance proceeds. 


In exceptional cases there may be 
valid reasons for having the policy 
proceeds specifically paid to trustees 
under one of the trusts in the will. 
One such case may be a will which 
sets up two trusts to balance the es- 
tate’s assets for marital deduction 
purposes, and in which no separate 
life insurance trust is needed or de- 
sired. The following example of a 


clause used by one life insurance com- 
pany illustrates the many contingen- 
cies inherent in such a designation 
and also the careful consideration re- 
quired of the insured’s attorney: 


“The proceeds shall be paid to the 
trustees under “Trust A’ designated 
under the insured’s will, or to their 
successor or successors in trust, with- 
out any responsibility on the part of 
the XYZ Life Insurance Company 
to see to the proper discharge of any 
part of said trust; but if the Company 
receives written evidence satisfactory 
to it that: 


“(1) the trustees for any reason 
fail to serve and no successor trustee 
was appointed ; or 

“(2) a will of the insured, which 
was admitted to probate, made no 
provision for “Trust A’; or 

“(3) a personal representative of 
the insured has been appointed in 
intestacy ; then, in any such event, the 
proceeds shall be paid to the execu- 
tors or administrators of the insured; 
provided, however, that the Company 
shall be fully discharged for any pay- 





(Footnote 14 continued) 

(In re Kenin’s Estate, 343 Pa. 549, 23 A. 2d 
837 (1942)). Recent Pennsylvania legisla- 
tion may prevent some of the adverse ef- 
fects: Sec. 1 of the Act of July 11, 1957, 
P. L. 792, Purdon’s Sec. 301.7a. In New 
York the addition of Sec. 47(f) to the De- 
cedent’s Estate Law, effective January 1, 
1961, should remove the adverse effects and 
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ment made to said trustees before re- 
ceipt of written evidence satisfactory 
to it that said trustees are not entitled 
to payment under the provisions of 
this Designation.” 


Unfunded Life Insurance Trusts 


Even if the designated beneficiary 
be a trustee under a life insurance 
trust agreement signed by the insured 
during his lifetime, there are many 
possible trouble zones which indicate 
the compelling necessity for careful 
checking of the trust agreement against 
the policy and the provision in the 
beneficiary designation to make cer- 
tain that no inconsistencies exist." 
This checking has been done by 
trained personnel in the life insur- 
ance company. However, an increas- 
ing number of companies no longer 
require submission of the trust agree- 
ment for this purpose. Accordingly, 
this checking should be done by the. 
policyowner’s attorney. Here are 
some problems that have produced 
delays either in connection with bene- 
ficiary changes or in payment of death 
claims: 

(1) The trust agreement was not in 
existence when the beneficiary desig- 
nation was made. When finally pre- 
pared, it bore a date different from 
the identifying date in the beneficiary 
designation. 


(2) The preamble of the trust agree- 
ment implied transfer of ownership 
of the policy to the trustee, but the 
body of the agreement seemingly re- 
served ownership rights to the insured. 


(3) The beneficiary designation 
named the trustee as contingent bene- 


may lead to an increase in the use of testa- 
mentary trustees as beneficiaries. 

* Smith, “Trusts as Beneficiaries or As- 
signees of Life Insurance Policies,” Pro- 
ceedings of Association of Life Insurance 
Counsel, Vol. 13 (May, 1956); Yost, “Some 
Problems Relating to Life Insurance Trusts,” 
Proceedings of Association of Life Insurance 
Counsel, Vol. 4, p. 567 (1930). 


74) 





ficiary. The wording of the trust 
agreement carried the distinct impli- 
cation that the trustee was primary 
beneficiary. 


(4) The trust agreement purported 
to give the trustee the right to elect 
modes of settlement under the policy. 
The policy itself prohibited such 
election. 


(5) The trust agreement was irre- 
vocable, but the policy reserved to the 
insured the right to change the 
beneficiary. 


Trusts v. Settlement Options 


Should the life insurance proceeds 
be retained by the insurance company 
and distributed under the settlement 
options or should the proceeds be admin- 
istered by a trustee under a trust ar- 
rangement? An intelligent answer 
will depend upon the consideration of 
a number of factors in the light of 
each case rather than on the forces of 
competition. Here are some of the 
factors: 


Degree of discretion required.—If 
the needs of the beneficiaries can be 
met by a fixed schedule of payments— 
at definite times to specified individ- 
uals—requiring little or no discretion 
as to times or amounts, the settlement 
options will probably be the more at- 
tractive. Proceeds designed for emer- 
gency funds, dependency-period income, 
and other basic family needs can fre- 
quently be well covered by an interest or 
installment option combined with with- 
drawal privileges. This is particularly 
true in the small or medium-sized 
estate, which consists principally of a 
home, modest savings in the form of 
cash or its equivalent, and the life in- 





* Comparisons between the net yield on 
trusts and settlement options are often dif- 
ficult because so many factors must be con- 
sidered. Guaranteed rates under present-day 
settlement options range from about 2 per 
cent to 2% per cent, whereas the “distribu- 
tive” rate—the rate actually paid by the 
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surance policies. On the other hand, 
if judgment, discretion or flexibility 
to a greater degree is required, the 
proceeds may be better administered 
under a formal trust arrangement. 
For example, an insured may wish to 
make principal available for the bene- 
fit of a mentally or physically handi- 
capped child, even though funds may 
be expended that would otherwise be 
payable to the other children. In such 
cases the skilled services of an experi- 
enced corporate trustee furnish the 
most complete solution. 


Safety of principal—When settle- 
ment options are used, the entire 
assets of the insurance company stand 
behind the proceeds of a policy to 
assure certainty of income and safety 
of principal. In the case of a trust, 
any loss of trust assets is borne by 
the individual trust, though this loss 
may be minimized when a common 
trust fund is used. This problem has 
been quite academic during the past 
couple of decades of good business 
and continued inflation, but it may 
again assume importance if the busi- 
ness pendulum swings the other way. 


Cost of administering trust.— 
Proper trust administration requires 
much skill and experience, and it 
merits compensatory fees. On the 
other hand, the use of settlement 
options involves no direct charge to 
the insured or his beneficiaries. The 
administrative cost of the settlement- 
option service is borne by the entire 
group of policyowners. 


Rate of return.—Figures have been 
produced to show that a better rate 
of return is realized under a trust 
than under settlement options, and 
vice versa.”® If the proceeds are pay- 


company each year—will probably be about 
3 per cent to 3% per cent. Older policies 
may contain interest guarantees of 34% per 
cent or, in a few cases, an even higher rate. 
Moreover, where the life-income option is 
selected, mortality tables used in calculating 
the life income may produce a larger annual 
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able to a surviving spouse under an 
installment option, the interest ele- 
ment will be tax-free to the extent of 
$1,000 each year.’ Under the 1954 
Internal Revenue Code, the net re- 
turn to the beneficiary will usually 
compare most favorably with the net 
return under a trust after payment 
of income taxes. Regardless of which 
plan shows a higher estimated re- 
turn, this is just one of the factors 
that must be weighed in formulating 
the over-all decision in a particular 
case. The security of a guaranteed 
rate is quite important to many in- 
sureds. Such a guarantee is provided 
under the settlement options whereas 
there is none in the case of the trust. 


Need for annuity income.—If a life 
income must be provided in a par- 
ticular case, with a maximum dollar 
return to the beneficiary by use of 
both principal and income, an annuity 
settlement is the only practicable 
solution. This can be provided only 
through the life insurance company ; 
it cannot be made available under a 
trust. A trust can distribute income 
and principal only until the principal 
is exhausted. 


It may be said that, as a general 
rule, settlement options will solve 
most of the family needs in modest 


and medium-sized estates whereas 
trusts will be more appealing to the 
very substantial estate owner and to 
those who have unusual family or 
personal problems. Trusts are par- 
ticularly appealing where there is a 
desire to provide luxuries according 
to a pattern followed when the estate 


(Footnote 16 continued) : 
return than under the more realistic mor- 
tality tables used today. See Jones, “Insur- 
ance as an Investment,” Proceedings of New 
York University Sixteenth Annual Institute 
on Federal Taxation (1958), p. 693; Jennett, 
“Changing Concepts of Trust Investments,” 
Committee Report, Proceedings, American 
Bar Association Section of Real Property, 
Probate and Trust Law (1955), p. 95. 

* Code Sec, 101(d)(1)(B). 
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owner was alive. Many insureds use 
settlement options for their widows 
as primary beneficiaries and name a 
trustee under a trust arrangement as 
contingent beneficiary in all events, 
even though basic needs of their 
children might be covered under the 
settlement options. 


Settlement options and trusts are 
rarely, in a strict sense, in competi- 
tion with each other. Each has its 
particular advantages and limitations.'® 
It is important that the estate owner 
understands how each applies in his 
particular case. 


Use of Options to Cover Needs 


Too often the settlement agreement 
amounts to little more than a cash 
settlement for the primary beneficiary. 
This is the situation which exists 
when the proceeds are simply held 
under the interest option with the full 
right to withdraw principal or to elect 
any other settlement option in the 
policy. At the other extreme is the 
settlement agreement that provides 
only interest payments under the in- 
terest option, with no withdrawal 
privileges and no right on the widow’s 
part to change to any of the other 
settlement options. A much better 
result is achieved by ascertaining the 
precise expectable income and prin- 
cipal needs of the family in the 
foreseeable future and by specifying 
payment of a periodic income that will 
have a realistic relationship to those 
needs. Flexibility can be incorpo- 
rated in the form of withdrawal privi- 
leges or the right at some future time 


* Spendthrift clauses, for example, may be 
incorporated in both trust and settlement 
agreements. In settlement agreements, such 
clauses are specifically authorized by stat- 
ute in some states and by court decisions 
in others. A substantial number of states 
have statutes which permit the insured to 
include a spendthrift clause either in the 
mode-of-settlement agreement or in the 
policy. 
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to elect one of the other settlement 
options.’*® 


Cleanup or estate-clearance fund.— 
Proceeds set aside for this purpose 
are usually payable either to the in- 
sured’s estate or to the widow as pri- 
mary beneficiary and the insured’s 
estate as contingent beneficiary. If 
the widow is named as primary bene- 
ficiary, it is important to name the 
insured’s estate rather than minor 
children as contingent beneficiary to 
make certain that the proceeds will 
be readily available for estate-clearance 
purposes. A popular arrangement is 
to hold this portion of the proceeds 
under the interest option for the widow 
subject to her full right of withdrawal. 


Dependency-period income. — In- 
come to be provided for the family 
until children become self-supporting is 
usually best arranged under the fixed- 
amount option. Partial withdrawals 
may be permitted for emergencies 
without affecting the level of income. 
Under this option, provision may 
readily be made for periodic increase 


or decrease of installments to synchro- 
nize with income from other sources 
or to reflect the time when each of 
the children becomes self-supporting. 
It is also adaptable for change to 
some other settlement option at a 
later date. 


To facilitate orderly transition to 
the lower income to which the family 
usually must adjust its standard of 
living, it is often recommended that 
for about the first two years follow- 
ing the insured’s death, the family 
income should be maintained as near 
as possible to its share of the spend- 


* Hardship resulting from an inflexible 
settlement arrangement will not induce a 
court to set aside the clear contractual ar- 
rangement between the insured and the 
company: Pierowich v. Metropolitan Life In- 
surance Company, 282 Mich. 118, 275 N. W. 
789 (1937); McLaughlin v. Equitable Life 
Assurance Society, 112 N. J. Eq. 344, 164 A. 
579 (1933). But cf. New York Personal 
Property Law, Sec. 17(2), which provides 
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able income while the insured was 
alive. This can be accomplished un- 
der life insurance settlement options 
either by providing for installments 
in a larger amount during the first 
couple of years or by providing the 
widow with more substantial with- 
drawal privileges during that time. 


Emergency funds to take care of 
unusual and probably nonrecurrent 
situations are handled by incorporat- 
ing a partial withdrawal privilege in 
the agreement by which the dependency- 
period income is set forth. This may 
be expressed as a right to withdraw, 
for example, not more than $1,000 
per year. There may be a total limit 
imposed, such as a provision that the 
aggregate of the withdrawals may 
not exceed $5,000. At times it is pro- 
vided that to the extent the widow 
does not exercise her full withdrawal 
privilege in a given year, the unwith- 
drawn amount may be added to the 
amounts she may withdraw in future 
years. 


Social-security-gap fund. — The 
period between the youngest child’s 
eighteenth birthday and the attain- 
ment of the age of 62 by the widow 
is the period when no social-security 
benefits are payable.?° During this 
gap the amount of the periodic in- 
stallments from the insurance pro- 
ceeds is frequently increased. This 
gap-period income is provided either 
under the fixed-amount option or the 
fixed-period option. 

The same result may be accom- 
plished by commencement of the life- 
income option at the beginning of the 
gap period although, as will be ex- 


that where life insurance proceeds are re- 
tained under an agreement to credit the in- 
terest and the beneficiary is destitute of 
means of support and education, the court 
may permit invasion of interest credits for 
these purposes. 

*™Sec. 202(g¢), Act of August 14, 1935, as 
amended, Ch. 531, Tit. II, 49 Stat. 623, 42 
USCA Sec. 402. 
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plained below, commencement of the 
life-income option at too young an 
age may not be desirable. 


Widow’s life income.—An income 
that the widow or other beneficiary 
cannot possibly outlive is a recognized 
basic need which life insurance is 
designed to fulfill, However, when 
one thinks of specifying a life-income 
option for his benefic’- -y, there are 
at least three important points he 
should consider. First, the death of 
the insured may not be the proper 
date for commencement of the life- 
income option. Second, extremely 
adverse consequences may result in 
individual cases from use of the “ten- 
year-certain period.” Third, it may 
be unwise to compel a beneficiary to 
accept a life-income option at a stated 
time irrespective of the facts and cir- 
cumstances at that time. While the 
life-income option is highly recom- 
mended as a mode of settlement, its 
use at certain times or under par- 
ticular circumstances may be highly 
questionable. 


This discussion has particular refer- 
ence to policies issued at the present 
time by life insurance companies. 
Many of the principles, however, will 
also apply to policies that have been 
issued, in years past, with higher in- 
terest guarantees. 

This discussion also assumes a de- 
sire to preserve some values for con- 
tingent beneficiaries. If this is not 
the case, request should properly be 
made to the life insurance company 
for a straight life annuity—either as 
a policy option, in the case of a few 
companies, or as an extracontractual 
arrangement with other companies— 
to give the beneficiary the maximum 
possible guaranteed life income. Such 
an annuity will yield a larger income 
than that provided under either the 





"The detail of such an arrangement is 
given in the work cited at footnote 2, Sec. 
3.10.3. 
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ten-year-certain life-income option or 
the 20-year-certain life-income option. 
The insured will understand that all 
values under the policy will cease 
upon the death of the beneficiary for 
whom the annuity is provided. 


Very young beneficiaries.—Age 50 
or 55 is perhaps the minimum age at 
which commencement of the life- 
income option is attractive, At younger 
ages, the return seems not to justify 
the shrinkage each year in the amount 
available for contingent beneficiaries 
under the refund feature. Approxi- 
mately the same amount of income 
can be provided by combining three 
options and preserving more prin- 
cipal intact for a much longer time. 
The principle of this arrangement is 
to place a major portion, such as two 
thirds, of the proceeds under the in- 
terest option for, say, 20 years, after 
which this portion of the proceeds is 
paid to the beneficiary under the life- 
income option, 20 years certain. The 
remaining portion of proceeds—one 
third in our hypothetical case—is paid 
to the beneficiary in installments for 
20 years under the fixed-period option. 


The exact percentages will depend 
upon the interest guarantees in the 
particular policy and the age of the 
beneficiary when the life income is to 
commence, Company actuaries can 
supply the percentages readily. The 
dollar income for the beneficiary will 
closely approximate the income that 
would have been paid by the imme- 
diate commencement of the life-income 
option. However, the option com- 
bination arrangement retains intact 
some guaranteed amount for contingent 
beneficiaries during the following 20 
years—a spread of 40 years, as com- 
pared with 20 if the life-income option 
commenced immediately at the in- 
sured’s death.** 





Selection of proper certain period. 
—The life-income option really con- 
sists of two portions of proceeds. One 
portion provides a fixed-period option 
for the period certain; payments un- 
der this portion are guaranteed even 
if the beneficiary does not live. The 
other portion provides a deferred life 
annuity, payable to the beneficiary 
only if she outlives the period certain.”* 
There can be no refund on this latter 
portion. The portion required to pro- 
vide the deferred annuity is much 
more substantial at the younger ages 
or for the shorter certain periods be- 
cause of the likelihood that the bene- 
ficiary will survive the certain period. 


Under policies currently issued for 
a female beneficiary 50 years of age, 
57 per cent of the proceeds may be 
required to provide the deferred an- 
nuity feature under the life-income 
option if the ten-year-certain period 
is chosen. Stated another way, if the 
female beneficiary under a $10,000 policy 
is 50 years of age at the insured’s 
death and lives to receive just one 
monthly payment under the life-in- 
come option with a ten-year certain 
period, contingent beneficiaries will 
receive, on a one-sum basis, $4,300 
less the payment of $40.20 already 
made to the primary beneficiary—a 
shrinkage of $5,700! ** If the 20-year- 
certain period is used under the same 
circumstances, only 27 per cent of the 
proceeds is required to provide the 
deferred annuity and the shrinkage is 
only $2,700. 


Facts such as these will be a com- 
pelling deterrent against recommenda- 





*™The Third Circuit recognized this divi- 
sion of proceeds under the life-income op- 
tion in deciding that the nonrefundable 
portion attributable to the deferred annuity 
created no terminable interest and, there- 
fore, qualified for the marital deduction even 
though no power of appointment was given 
to the surviving spouse (Reilly v. Commis- 
sioner, 57-1 ustc § 11,660, 239 F. 2d 797 
(CA-3). But the Second Circuit in a recent 
case refused to recognize any portion of the 
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tion of the ten-year-certain period 
under the life-income option in most 
cases, and will alert the insured seri- 
ously to consider the propriety of using 
the life-income option on any basis 
in the case of beneficiaries of very ad- 
vanced years or in poor health. Settle- 
ment plans which involve no possible 
shrinkage because of the deferred- 
annuity feature may be a better ar- 
rangement for those beneficiaries who 
are old or ill. 


Elective v. mandatory commence- 
ment.—Where permissible under com- 
pany rules, the beneficiary may be 
given the right to elect the life-income 
option at a future date or age instead 
of making its commencement manda- 
tory. In this way, the proceeds can 
be left under the interest option if the 
life-income option seems inadvisable 
at the date the right of election ac- 
crues to the beneficiary.™* 


Income for children.—The actual 
needs many years hence of any bene- 
ficiary, including minor children, are 
difficult to estimate. Settlement agree- 
ments that endeavor to carry out spe- 
cific income estimates to cover a num- 
ber of different contingencies quickly 
become lengthy and complicated. To 
the extent that these estimates cannot 
be increased at the discretion of the 
guardian, minor children may be chained 
to a wholly inadequate income during 
times of inflation. A more flexible and 
simple approach is to retain each child’s 
share under the interest option with 
the full right to withdraw that share 
or to elect any installment option in 
the policy. 


proceeds as entitled to a marital deduction: 
Meyer v. U. S., 59-2 ustc $11,903, 275 F. 
2d 83 (CA-2). 

* See DeSantis v. U. S., 168 F, Supp. 724 
(DC Pa., 1958). 

* The extent to which this suggestion may 
be utilized will depend on policy provisions 
and on company rules. See Settlement 
Options (New York City, Flitcraft, 1960), 
pp. 20-23, Question No. 5. 
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Such broad powers will enable a 
guardian or trustee to elect for the 
benefit of the minor child precisely the 
type of settlement best suited for 
the child when the need arises, with the 
power to change the arrangement from 
time to time. Such an arrangement 


seems to remove any necessity for 
estimating exact income and principal 
needs many years hence, in the light 
of changing family circumstances that 
may not be remotely foreseeable at 
the time the settlement agreement is 
signed by the insured. 


Since in most cases income pay- 
ments cannot be made directly to a 
minor, the insured must also choose 
a vehicle to pay income for the minor 
child’s benefit. The insured has at 
least five procedures from which to 
choose. The fifth one seems to be 
free of the objections inherent in most 
or all of the others, as will be demon- 
strated in the following discussion: 


(1) Administration by guardian means 
separate legal proceedings, for each 
child, to petition the court to appoint 
a guardian. Some initial expense is 
entailed, and the law may compel the 
guardian to give bond for double the 
amount of the proceeds, with an an- 
nually recurring bond premium. Guard- 
ians must obtain specific court approval 
for many acts,”* and must periodically 
file an accounting with the court. The 
insured has no actual control over the 
court’s selection of the guardian. Laws 
that permit naming of guardians in a 
will generally have no application to 
life insurance proceeds that do not 
pass under the will.”° 


(2) Although the formal trust is a 
popular procedure in larger estates, 
and even in those of more modest size 


* See footnote 3. 

* But the laws of some states are to the 
contrary. In Pennsylvania, a testator in his 
will may appoint a guardian to receive 
property passing outside the will (Act of 
February 17, 1956, P. L. 1070, 20 Pennsyl- 
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where there is other property to be 
administered for the minor, the cost 
of creating ana administering the trust 
may not be justified where a relatively 
small amount of life insurance is the 
chief asset to be placed in the trust. 


(3) The arrangement of having an 
individual trustee named in a policy may 
produce legal difficulties. If no trust 
powers are specified in the settlement 
agreement, a court could decide that a 
“dry trust” had been created. In such 
case, the court might prohibit the con- 
tinued holding of funds by the trustee 
and direct their transfer to a guardian 
to be appointed by proper court pro- 
ceedings. If the trustee under the dry 
trust had already dissipated the funds, 
the insurance company might be re- 
quired to pay them again to a guardian 
on the theory that the company should 
have known better than to pay pro- 
ceeds to such a trustee. Since the 
funds are normally used for the minor’s 
benefit, there may be little likelihood 
that anyone would attempt to compel 
the company to pay a second time. 

(4) Under the procedure of hav- 
ing a trustee named in a separate brief 
trust agreement which accompanies 
beneficiary papers, no problems arise if 
both the trust agreement and the 
beneficiary papers are signed by the 
insured. However, there is under- 
standable delay while the insured con- 
sults his attorney for preparation of 
the actual trust agreement and the 
attorney completes the necessary re- 
search. The insured may die during 
this interval or he may sign the bene- 
ficiary request, mail it to the com- 
pany and then die before executing 
the trust agreement. Complications 
akin to those described under the 
third procedure could then arise. 


vania Statutes, Sec. 180.18). Also in Penn- 
sylvania, the beneficiary designation under 
the life insurance policy may appoint the 
guardian (Act of April 10, 1945, P. L. 253, 
20 Pennsylvania Statutes, Sec. 1178). 





(5) The potential difficulties in the 
procedures described above have led 
a few companies to recommend the 
naming of a trustee under specific 
trust provisions in the settlement agree- 
ment. The trustee is named in the 
settlement agreement as a vehicle for 
payment, with a couple of extra sen- 
tences stating that the trustee shall 
hold and expend the moneys for the 
benefit of the minor until the age of 
21 and shall then pay him any un- 
expended funds.*” This procedure is 


illustrated in the following provision 
used by one company : 


“Regardless of any provision herein 
to the contrary, any sum payable as 
herein provided to any of said children 
during such child’s minority shall be 
paid to John Doe, brother of the in- 
sured, as trustee for such child. In 
event said brother shall fail to serve 
or shall cease to serve as trustee for 
such child, because of death or other- 
wise, any sum payable as herein pro- 
v ded to such child during minority 

:\ be paid to Richard Doe, nephew of 
ty» amsured, as successor trustee. Any 
Dermissible right of withdrawal or 
election of options by such child dur- 
ing minority shall be exercisable by 
said trustee. 


“All sums payable to said trustee 
shall be held and expended for the 
maintenance, support and education 
of such minor child in the discretion 
of the trustee, except as may be other- 
wise provided in a separate trust in- 
strument, and when such child shall 
attain the age of 21 years, trustee 
shall pay over any unexpended funds. 
As respects any payment made to 
said trustee, the company shall be 
under no liability to see to or be re- 


*This procedure has been cleared with 
the National Conference of Lawyers and 
Life Insurance Companies at its meeting 
on August 20, 1955, as not presenting any 
question of illegal practice of law, as re- 
flected in the unpublished minutes of that 
conference. 
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sponsible for the proper discharge of 
the trust or any part thereof, and any 
such payment to said trustee shall 
fully discharge the company for the 
amount so paid. If both trustees 
designated above shall fail to serve 
or shall cease to serve as trustee, be- 
cause of death or otherwise, a succes- 
sor or substitute trustee shall be 
appointed by a court of competent 
jurisdiction. The company shall not 
be charged with notice of a separate 
trust instrument, a change of trustee, 
the death of such child, the termina- 
tion of the trust, or of rights under 
the trust, until written evidence thereof 
is received at the home office.” 


There appear to be definite ad- 
vantages in this last-mentioned pro- 
cedure where modest insurance proceeds 
represent the principal or only asset 
to be administered for the minor, It 
is simple; it involves no expense; it 
eliminates most formalities.”* 


It may be contended that this pro- 
cedure makes it easy for the insured 
to bypass his lawyer. The particular 
company whose clause is quoted recom- 
mends that such agreement be re- 
viewed by the insured’s lawyer and 
that the lawyer should advise whether 
this procedure, or one of the others, 
should be adopted. Moreover, this 
procedure is applied only during minor- 
ity and cannot be followed where a sepa- 
rate trust agreement is actually in effect. 


Some companies which do not 
normally make settlement options 
available to a corporate trustee will 
recognize an exception in the case of 
payments during minority of a bene- 
ficiary.*® In such cases a choice is 
available between the use of a cor- 
porate or individual trustee. 


* A trustee so designated presumably will 
be accountable for his acts as any other 
fiduciary and, therefore, should maintain 
records and accounts and obtain a release 
from the minor when he attains majority. 

*See work cited at footnote 24, at pp. 
72-75, Question No, 2. 
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Where the insurance proceeds. in- 
volved are of a small amount, it will 
often be deemed more practicable to 
use an individual trustee rather than 
a corporate trustee. There are no 
investment responsibilities cast upon 
the individual trustee under such an 
arrangement. He need merely elect 
the proper interest or installment 
settlement for the minor beneficiary. 
The periodic payments from the in- 
surance company will be made to the 
trustee, corporate or individual, and 
the trustee will thereafter expend them 
for the benefit of the minor. 


Other Caveats in Use of Options 


Common-disaster clauses.—Despite 
the remoteness of the possibility that 
a husband and wife may die in the 
same accident, life underwriters do 
raise the question with insureds and 
companies are requested to furnish 
“common-disaster clauses.” *° A typical 
clause would provide for payment of 
the proceeds in one sum “To my 
wife, Sarah, if she be living on the 
30th day after my death, otherwise 
to such of my children as may then 
be living.” Actually, the parties are 
entirely or substantially protected 
under the customary interest or in- 
stallment option settlement without any 
specific common-disaster phraseology. 


If, for example, the proceeds are 
retained for the widow under the in- 
terest option, subject to her full 
withdrawal and children are named 
contingent beneficiaries, the common- 
disaster contingency is adequately 
covered. If the wife predeceases the 
insured, the children will take as con- 
tingent beneficiaries. If the wife is 
fatally injured in the same accident 

*” A good review of the subject appears in 
Jeffrey, “Common Disaster and Related 
Problems,” Proceedings, Legal Section, Amer- 
ican Life Convention (1951), p. 135; see Seid- 


man, “Common-Disaster Provisions,” 29 
Taxes 122 (February, 1951). 


Designating Beneficiaries 


that killed her husband and dies, say, 
two or three days later, she will have 
no opportunity to file proofs of death 
and to exercise her withdrawal privi- 
lege. Assuming that interest is pay- 
able as frequently as monthly, her 
estate would not be entitled even to 
the first interest payment. 

Such arrangement has definite 
advantages over the customary common- 
disaster or delayed-payment provi- 
sion. The children will take as named 
beneficiaries even though the wife 
lives beyond the period normally 
specified in a delayed payment provision. 
The settlement agreement routinely 
contains clauses to protect the pro- 
ceeds against claims of creditors. 
Finally, if qualification for marital 
deduction under the federal estate 
tax law is desired, the interest option 
arrangement will meet the qualifying 
rules. If a common accident does 
occur, the marital deduction will not 
be lost as it might be under the 
delayed-payment provision.** 

The common-accident contingency 
is also covered if one of the install- 
ment options is specified, except that 
most policies provide that the first 
installment is payable immediately 
on the insured’s death. In such a 
case, the wife’s estate would be en- 
titled to this installment. A potentially 
more serious problem is presented if 
installments are payable under the 
life-income option. As was explained 
above, a significant percentage of the 
policy proceeds may be consumed by 
the deferred-annuity features on which 
there is no refund for contingent bene- 
ficiaries. As a practical expedient, 
both to prevent adverse public rela- 
tions if the remote contingency occurs 
and to eliminate extra draftsmanship 
in beneficiary agreements to cover a 


"The interest-option arrangement is not 
conditioned on survival by the spouse of 
any specified period and, therefore, there 
can be no disqualification for the marital 
deduction under Code Sec. 2056(b)(3). 
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contingency not likely to occur, a 
company might adopt an administra- 
tive rule to pay the entire proceeds 
of the policy, less interim installments 
already paid, if the beneficiary under 
a life-income-option settlement were 
to die within a month or two after 
the death of the insured. In the 
absence of such willingness, the set- 
tlement agreement could provide that 
the proceeds be held at interest for a 
short period after the insured’s death, 
after which the life-income-option pay- 
ments would commence. 


Qualification for. marital deduc- 
tion.**-—Two errors have been ob- 
served since the principle of marital 
deduction was introduced into the 
federal estate tax law.*® 


The first seems to be a tendency to 
“overqualify” proceeds for the marital 
deduction. There are requests for 
qualifying clauses on behalf of people 
who, from available records, seem 
not to possess estates of sufficient size 
to be concerned with federal estate 
taxes. In other cases there appear 
desires for qualifying clauses for too 
large a portion of the life insurance 
estate. Such excess qualification will 
not benefit the insured’s estate and it 
may add materially to the estate tax 
burden of the surviving spouse at her 
later death. The insured’s attorney 
should decide whether any qualifica- 
tion is necessary and, if so, the proper 
formula to be used. 


A second error is the assumption 
that payment of the proceeds in one 
sum to the widow or giving her a 


"Knecht, “Life Insurance Options and 
Marital Deduction,” 9 Journal of the Amer- 
ican Society of Chartered Life Underwriters, 
66 (Winter, 1954); Owen, “Life Insurance and 
the Marital Deduction in Estate Planning,” 
29 Taxes 988 (December, 1951). 

* Qualification of life insurance proceeds 
is covered in Sec. 2056(b) (6). 

*57-1 ustc § 11,686, 154 F. Supp. 
(DC Pa.). 

* Eggleston (De Roy Will) v. Dudley, 58-2 
ustc § 11,807, 257 F. 2d 398 (CA-3). The 
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power of appointment either during 
her lifetime or at her death under a 
settlement agreement will automatically 
assure qualification for the marital 
deduction. The policies of some com- 
panies provide that the beneficiary 
must be alive when proofs are filed 
in order to be entitled to the proceeds 
of the policy. The decision in Eggles- 
ton (Estate of DeRoy) v. Dudley ** 
held that such a policy provision 
created a terminable interest and pre- 
cluded qualification for the marital 
deduction. The later reversal of the 
Third Circuit did not disturb the prin- 
ciple laid down by the district court.*® 

Companies whose policies are worded 
in this manner are aware of the prob- 
lem and gladly amend their policies 
on request. Perhaps every effort 
should be made by such companies 
to alert their field forces to having re- 
quests submitted in appropriate cases.*® 


These are just some of the problems 
in beneficiary designations and ar- 
rangements for distribution of policy 
proceeds that require critical examina- 
tion and discussion with the insured. 
Some companies are now undertaking 
a systematic review of mode-of-settle- 
ment agreements on all outstanding 
policies, with a view to detecting 
and alerting the insured to trouble 
areas. However, many of these areas 
become apparent only when viewed 
in the light of particular facts. It 
is for the lawyer, the accountant, 
the trust officer and the life under- 
writer ever to be alert to turn a 
very bright light on all such problem 
areas. [The End] 


circuit court’s reversal was based on 
the theory that the typed language which the 
district court considered disqualifying was 
contradicted by printed provisions imme- 
diately preceding the typed language. Ac- 
cordingly, the ambiguity was resolved by 
the admission of parol evidence to show 
the true intent of the parties. 

* For an example of some of the restric- 
tions on a right of withdrawal that may 
lead to disqualification of proceeds, see 


Werbe v. U. S., 273 F. 2d 201 (CA-7, 1959). 
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Among the books reviewed this month are the Na- 
tional Tax Association's 1959 conference proceed- 
ings, the Tax Institute's Taxation and Operations 
Abroad, and Essentially Equivalent to a Dividend. 


Tax Conference 


Proceedings of the National Tax As- 
sociation Fifty-second Annual Confer- 
ence on Taxation, 1959. Edited by 
Walter J. Kress. National Tax Asso- 
ciation, 905 Payne-Shoemaker Build- 
ing, Harrisburg, Pennsylvania. 1960. 
541 pages. $12. 


The National Tax Association has 
released a bound volume of its pro- 
ceedings during the fifty-second an- 
nual conference on taxation, held 
October 25-29, 1959, at Houston, Texas. 
The executive director of the associa- 
tion, Walter J. Kress, edited these 
papers, which include, in addition to 
the conference proceedings, the minutes 
of the annual meeting and the meet- 
ings of the executive committee of 
the association. 


The conference devoted itself to 
discussion of internal revenue develop- 
ments, highway finance, training of 
tax men and the impact of tangibles 
taxation on business and industry. 


Management Responsibility 


Taxation and Operations Abroad. 
Tax Institute, Inc., Princeton, New 
Jersey. 1960. 308 pages. $6. 

This symposium volume is the third 
in a four-volume series on the impact 
of taxation on management responsi- 
bility. Taxation and Operations Abroad 
is the result of a 19-man symposium 


Books 


conducted by the Tax Institute De- 
cember 3-4, 1959. The symposium 
discussion was divided into four parts: 
(1) tax and management decisions 
and form of business organization; 
(2) selected economic problems; (3) 
current issues of foreign taxes affect- 
ing United States management; and 
(4) major problems of national policy. 


Tax Practitioners’ Library 


Essentially Equivalent to a Dividend. 
Paul D. Seghers, William J. Reinhart 
and Selwyn Nimaroff. The Ronald 
Press Company, 15 East 26th Street, 
New York 10, New York. 1960. 332 
pages. $10. 


The phrase “essentially equivalent 
to the distribution of a taxable divi- 
dend” first appeared in our taxing 
statutes in Section 201(d) of the Rev- 
enue Act of 1921. It has since become 
the basis for what is now an extensive 
field of law in our tax-gathering struc- 
ture. Under the 1954 Code, any dis- 
tribution by a corporation to, or for 
the benefit of, a stockholder may be 
considered “equivalent to” a dividend 
for tax purposes, even though such 
payment is not declared or designated 
as a dividend by the paying corporation. 


The Tax Practitioners’ Library 
Series has recently released a study 
of this problem by three tax experts. 
It is designed to answer the perplex- 
ing question, “When does a distribu- 
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tion or transfer of cash or other 
property to or for the benefit of a 
stockholder constitute, in whole or in 
part, income taxable as a dividend?” 
The authors point out that this ques- 
tion is one of the most difficult among 
the maze of problems which beset 
transactions coming within the scope 
of the often criticized Subchapter C 
of the Code. 


Subchapter C contains numerous 
pitfalls for the taxpayer, as evidenced 
by the extraordinarily large number 
of court cases involving disputes be- 
tween taxpayers and the Internal 
Revenue Service as to when a trans- 
action constitutes a “distribution” from 
a corporation which is to be treated 
as “essentially equivalent to a divi- 
dend.” One chapter of the book is 
devoted to digests of these cases. It 
is indicated that the “essentially equiv- 
alent to a dividend” theory embraces 
a multitude of factual situations and 
may cause a stockholder to be sub- 
jected to a tax liability other than was 
contemplated and, in certain circum- 
stances, may deprive the corporation 
distributor of anticipated tax benefits 
by reason of the disallowance of claimed 
deductions from income. 


The concluding chapter deals with 
“steps to be taken” to avoid being 
taxed for dividend income after a pay- 
ment or transfer of property by the 
corporation. This is a point by point 
explanation of transactions which may 
be liable for taxation as dividends. 
The authors point out various simple 
tests for determining whether a con- 
templated transaction will result in 
“dividends” under the IRS definitions. 


Tax authority Robert S. Holzman, 
who edits this series, selected three 
eminently qualified tax men to con- 
duct this study. Paul D. Seghers and 


William J. Reinhart are partners in 
the New York firm of Seghers, Rein- 
hart & McCall. Selwyn Nimaroff was 
formerly associated with the firm of 
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his coauthors. Mr. Seghers is na- 
tionally known as an authority in the 
federal taxation field. He is founder 
and past president of the Federal 
Tax Forum. Mr. Reinhart is also 
well known for his work in the field 
of federal tax law. .He has been a 
practicing attorney in New York for 
over 25 years. 


These expert collaborators have done 
a painstaking job of spelling out the 
vagaries of Subchapter C’s “essentially 
equivalent to dividends” provisions. 
The book represents an outstanding 
contribution to the understanding of 
a vague portion of our taxation law. 


For the Future 


Energy and Man, A Symposium. 
Appleton-Century-Crofts, Inc., 35 
West 32nd Street, New York 1, New 
York. 1960. 113 pages. $3.75. 


Man only discovers what some 
superior intellect knew to exist. Oil, 
one of nature’s endowments, is the 
particular source of energy under dis- 
cussion in most of the papers in this 
book, but running through all of them 
is the speakers’ concern for a source 
of energy for the future. Nuclear en- 
ergy is another of nature’s endow- 
ments which has the additional 
attribute of being an inexhaustible 
source of energy. Man does not al- 
ways put his discoveries to uses for 
the benefit of mankind—the end 
which a superior intellect must have 
intended—as witness the first uses of 
the atom were those of destruction. 
The five papers in this book, however, 
discuss the uses of these natural 
sources for the ultimate good of man- 
kind. They were presented at a sym- 
posium at Columbia University, 
commemorative of the centennial of 
the oil business in the United States. 


The papers are presented by Allan 
Nevins, Robert G. Dunlop, Edward 
Teller, Edward S. Mason and Herbert 
Hoover, Jr. 
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Meetings of Tax Men 


Tax Executives Institute. — The 
Fifteenth Annual Conference of the 
Tax Executives Institute, Inc., will 
be held this year at the Americana 
Hotel, Bal Harbour, Miami Beach, 
Florida, October 30-November 3. 
Participating in the conference will 
be Internal Revenue Service repre- 
sentatives; tax officials from Canada, 
Mexico and United States possessions ; 
and state tax administrators from 
Southeastern states. 


Northeastern University Federal 
Tax Forum.—The Seventh Annual 
Federal Tax Forum of Northeastern 
University will be held September 16 
and 17, on the university’s campus at 


360 Huntington Avenue, Boston, 


Massachusetts. Scheduled speakers 
include Don J. Summa of Arthur 
Young and Company; Eli Gerver of 
Touche, Ross, Bailey and Smart; and 
Leon Gold of the 
stitute, Inc. 


New York Law School.—The Grad- 
uate Division of New York Law School 


Tax Research In- 


is offering an enlarged program in 
taxation this fall, under the direction 
of New York attorney Harvey Green- 
field, who heads the school’s tax 
department. Courses will cover real 
estate transactions, and estate and 
gift taxation and planning. Further 
information is available from the Reg- 
istrar, Graduate Division, New York 
Law School, 244 William Street, New 
York 38, New York. 
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“Dr. Yank asks: ‘My tax man was in the chair last week. What did he 
mean when he said there was nothing intangible about my drilling?’ "’ 





( For Answers That Require Authority . . . «ft 
For Convenient Reference, Easy Use. . . ® 


d Brand-new Tax Helps from CCH 


" Book 
1 Income, Estate and Gift Tax Provisions—INTERNAL REV- 
ENUE CODE, Including 1960 Amendments—A handy help to 
have around. Brings you full texts of the income, estate and gift 
tax and miscellaneous regulatory Code provisions as amended by 
1960 law changes. Provides extra help with its handy rate tables, 
withholding tables, and a convenient cross-reference table from 
the 1954 to the 1939 Code. Topical index; about 892 pages. Price, 
$4.50 a copy. /n preparation. 


(Subscribers for CCH’s Current Law Handybooks receive and should order 
only for extra copies.) 
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2 INCOME TAX REGULATIONS, As of August 1, 1960.—This 

essential CCH book gives you the full texts of all income tax 
regulations—final and proposed—as of date shown. Final regula- 
tions included cover small business investment companies, closing 
agreements, accounting for employee expenses, exempt organiza- 
tions, trade or business expenses, accounting methods, charitable 
contributions and gifts, and special rules for determining capital 
gains and losses. Topical indexes for both proposed and _ final 
regulations: in all, 1,568 pages. Price, $5 a copy. 

(Subscribers for CCH’s Current Law Handybooks receive and should order 

only for extra copies.) 
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3 WHEN YOU GO TO THE TAX COURT, Procedure and 
Practice—Revised throughout, this brand-new 19th Edition 
gives you the full text of Tax Court forms. Here’s the tax man’s 
complete guide to representing a client before the Tax Court with 
step-by-step procedures. Includes an “illustrative case” to show 
you the best method of handling a case from beginning to end. 
Extensive CCH explanation aids in understanding the complex 
Tax Court procedure. For added help, you'll have Rules of the 
Tax Court, Rules of Evidence, Appellate Court Rules for Review, 
and Official and specimen forms. Topical index and case table; 
in all, 328 pages. Price, $5 a copy. 
(Subscribers for CCH’s Tax Court Reports and Current Law Handybooks receive 
and should order only for extra copies.) 


ORDER YOUR COPIES TODAY! 


Have the information you need at the time you need it. Ordering 
your copies is easy. Just fill in, detach and mail the handy tear-off 
Order Card at the left. We'll do the rest. 
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